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Preface 


ven though the roots of Islamic economics lie in centuries-old 

Islamic principles, the development of Islamic economics as a 
scientific modern discipline started only in 1976 with the First 
International Conference on Islamic Economics held in Makkah, 
Saudi Arabia under the auspices of the King Abdul Aziz University, 
Jeddah. The series of International conferences organised thereafter 
by the International Association for Islamic Economics with the 
collaboration of some leading universities have made a significant 
contribution to the development of the discipline. 

The 4th International Conference in this series was held at 
Loughborough University, UK during August 13-15, 2000. The theme 
of the Conference was “Islamic Finance: Challenges and 
Opportunities in the 21st Century”. A major sub-theme of the 
Conference was “Islamic Approach Towards Poverty Alleviation”. 
Altogether 24 papers were presented at the Conference. These were 
selected by the Academic Committee of the Conference based on a 
thorough pre-Conference review of the 74 papers submitted to it. 

After the Conference, Edward Elgar Publishers, UK, showed an 
interest in publishing 10 papers presented at the Conference. In the 
interest of promoting the discipline in Western circles, the Steering 
Committee of the Conference decided to accept this offer, 
Accordingly, a volume entitled /slamic Banking and Finance: New 
Perspectives on Profit-Sharing and Risk has been published by them. 
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It was, however, considered necessary to publish a full record of the 
Conference through a suitable publisher, The Islamic Foundation, 
UK, which is undoubtedly one of the leading publishers in the field 
of Islamic economics and finance, has been chosen for this purpose. 

The proceedings of the Conference are being published in two 
volumes. Twenty-four papers, including summaries of the 10 papers 
published by Edward Elgar Publishers, have been included in these 
volumes, Volume I entitled /slamic Banking and Finance: Current 
Developments in Theory and Practice contains 10 summaries, 8 full 
papers, Conference Communiqué and Conference Speeches. This 
present volume contains 6 papers on the sub-theme of the Conference. 
Since many Arabic terms have been used in the papers a cumulative 
glossary for the two volumes is included in each of the volumes for 
the benefit of readers. 

Several people helped in preparing these volumes. Dr. M. Anas 
Zarqa, Chairman of the Academic Committee and Dr. Mabid Ali al- 
Jarhi, Director, Islamic Research and Training Institute (IRTI), 
Jeddah, guided me throughout the process. Dr. M. Umer Chapra, 
Research Advisor, IRTI, also gave several useful suggestions, Mr, 
Jalee! Asghar and Mr. Shaikh Amanul Hoque provided valuable 
secretarial assistance and checked through several drafts to ensure 
accuracy and consistency of style in the various papers. Thanks are 
due to all of them. I am also thankful to Dr. Susanne Thackray for 
her competent language editing of the volumes. Thanks are also due 
to Dr. Manazir Ahsan, Director General, Islamic Foundation, UK, 
and his colleagues who prepared the volumes for the press and ensured 
that they meet professional standards. 


Dr. Munawar Iqbal 

Chief, Islamic Banking & Finance Division 
Islamic Research and Training Institute 
Islamic Development Bank 


Glossary of Arabic Terms 


Bay’ al-dayn 


Bay’ al-salaf 
Bay" al-salam 


Bay‘ mu'ajjal 


Justice, fairness, balance. 
(Plural of hadith). For meaning, see hadith. 
(Plural of hukm). For meaning, see hukm. 


That group of people who are liable to mutually share the 
blood-money liability of anyone among them. 

Reason. 

(singular rukr). Pillars. Necessary features of something. 
Plural of wagf. For meaning, see waqf. 

A verse of Al-Qur'’iin. 

Public treasury, also used for a charitable institution meant 
to help the poor and needy. 

Stands for sale. It is often used as a prefix in referring to 
different sales-based modes of Islamic finance, like Bay' 
mu'‘ajjal, and Bay‘ al-salam. 

Sale of debt. According to a large majority of fugaha’, debt 
cannot be sold except at its face value. 

An alternative term for bay* al-salam. 


A sale in which payment is made in advance by the buyer 
and the delivery of the goods is deferred by the seller. 


Sale on credit, i.e. a sale in which goods are delivered 
immediately but payment is deferred, 
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Bay‘ al-mudaf A sales contract in which delivery of both the commodity 


Bay' 
bi thaman 
al-ajil 
Daman 
Falah 


Fard 


Fatawa 
Figh 


Fugaha’ 
Ghabn Fahish 


Gharar 


Gharar Yasir 


and the payment is deferred, ¢.g. forward sales in modern 
times. Such contracts are not permitted by the Shari‘ah. 


Another term used for bay’ mu'‘ajjal. 


Guarantee, security, collateral, 

Literally, it means prosperity and success, Technically, it 
means achieving success in this life and in the life Hereafter, 
An obligatory duty. 

(Plural of fatwd). Religious verdicts by fugahd’. 

Refers to the whole corpus of Islamic jurisprudence. In 
contrast with conventional law, figh covers all aspects of life, 
religious, political, social, commercial and economic. The 
whole corpus of figh is based primarily on interpretations of 
the Qur'an and the Sunnah and secondarily on ijma' 
(consensus) and ijrihdd (individual judgement). While the 
Qur'fin and the Swinah are immutable, fighi verdicts may 
change due to changing circumstances, 

(Plural of fagih), meaning jurist, who gives rulings on various 
juristic issues in the light of the Qur'an and the Sunnah. 
Over-pricing. Charging an unfairly high price, or taking an 
exorbitant rate of profit. 

Literally, it means deception, danger, risk and uncertainty. 
Technically, it means exposing oneself to excessive risk 
and danger in a business transaction as a result of 
uncertainty about the price, the quality and the quantity of 
the counter-value, the date of delivery. the ability of cither 
the buyer or the seller to fulfil his commitment, or ambiguity 
in the terms of the deal; thereby, exposing either of the two 
parties to unnecessary risks. 

Asmall amount of gharar. This is tolerable because it may 
be unavoidable, 
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Hikmah 
Hishah 


Hukm 
‘Ibadat 
Ibahah 
Ihsan 

thtikér 


jarah 


Ijma‘ 
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Literally, it means deception, fraud. Technically, it means 
trying to deceive someone by concealing vital information 
in a deal, 

An alternative term used for waqf. For meaning, see wagf. 
Sayings, deeds and endorsements of the Prophet Muhammad 
(peace be upon him) narrated by his Companions. 

Things or activities permitted by the Shariah, 

Right. 

Things or activities prohibited by the Shari‘ah. 

Literally, it means transfer, Technically, it refers to an 
arrangement whereby a debtor transfers the responsibility 
of payment of a debt to a third party who owes the former 
a debt. It is also used for cheque or draft. 

Gift. 

Wisdom, 

Literally, it means reward, calculation. Technically, it refers 
to an institution that existed through most of Islamic history 
for implementing what is proper and preventing what is 
improper. The main role of al-hisbah was the regulation 
and supervision of markets to ensure proper market conduct 
by all concerned. 

Shari ‘ah ruling having general applicability. 

(Plural of ‘bddah). Duties of man due to God. 
Permissibility from a Shari‘ah point of view. 
Benevolence, kindness, virtuc, 

Hoarding (with a view to creating artificial scarcity for the 
purposes of charging a higher price), 

Leasing. Sale of usufruct of an asset, The lessor retains the 
ownership of the asset with all the rights and the 
responsibilities that go with ownership, 

A consensus (of fugaha’). lima‘ is one of the sources of 
Islamic law, 
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Ijtihad 


‘Illah 


Infag 
Irfaiq 


Istihsan 


Istislah 


Istisna® 


tthm 

Jahl (also 
Jahalah) 

Ju‘alah 


Kafalah 


In technical terms, it refers to the endeavour of a jurist to 
derive a rule or reach a judgement based on evidence found 
in the Islamic sources of law, predominantly, the Qur'an 
and the Sunnah, 

Reason/characteristic behind a Shari'ah ruling such that if 
a particular reason/characteristic is found in other instances, 
the same ruling will apply. 

Spending. In the literature of Islamic economics, it usually 
refers to spending in the way of Allah, 

An act of benevolence/charity for seeking the pleasure of 
Allah. 

It refers to departure from a ruling in a particular situation 
in favour of another ruling, which brings about ease. This 
is done by taking a lenient view of an act which would be 
considered a ‘violation’ on a stricter interpretation of the 
action based on earlier givds. 

An unprecedented judgement within the overall Shari‘ah 
framework though not having explicit support from the 
Qur'an or the Sunnah. Motivated by broader public interest, 
istislah is accepted as a source of Islamic law. 

Refers to a contract whereby a manufacturer (contractor) 
agrees to produce (build) and deliver a well-described good 
(or premise) at a given price on a given date in the future. 
As against salam, in istisn@* the price need not be paid in 
advance. It may be paid in instalments in step with the 
preferences of the parties or partly at the front end and the 
balance later on as agreed. 

A sinful act. 

Ignorance, lack of knowledge. In contracts, it refers to lack 
of information with respect to the subject of the contract or 
the terms and conditions of the contract. 

A contract for performing a given task against a prescribed 
fee in a given period. 

A contract whereby a person accepts to guarantee or take 
responsibility for a liability or duty of another person. 
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Kafil 
al-Khilafah 
al-Rashidah 


Khiyanah 
Khiyar 
Khiyar al-‘ayb 


Khiyar 
al-ru‘yah 


Glossary of Arabic Terms 


Guarantor. 


The period of the first four Caliphs after the Prophet 
Muhammad (peace be upon him), ranging from the year 
11 AH (632 AC) to the year 41AH (661 AC). 


Breach of faith, cheating, deception. 

Option. 

Option to rescind a sales contract if a defect is discovered 
in the object of sale. 

Option to rescind a sales contract after physical inspection 
of the object of sale. 


Khivdr al-shart The option to rescind a sales contract based on some 


Mal 
Manthah 


Magéasid 
al-Shari'ah 


Masalih 
mursalah 


Maslahah 


conditions. One of the parties to a sales contract may 
stipulate certain conditions, which if not met, would grant 
a right to the stipulating party an option to rescind the 
contract. 

(Plural mafésid). Anything declared harmful by the Shari‘ah 
or anything hampering the achievement of the maqdsid al- 
Shari'ah. 

Literally, it refers to an ancient Arabian game of chance 
with arrows used for stakes of live stock (e.g. Camels). 
Technically, gambling or any game of chance. 

Asset, property, wealth, 

Granting permission to use the usufruct of an asset for a 
certain period of time without any charge. 

Basic objectives of the Shari'ah, These are protection of 
faith, life, progeny, property and reason. 

Public interest as determined in the light of the rules of 
Shari ‘ah. 


(Plural of masalih). Literally, it means benefit. Technically, 
it refers to any action taken to protect any one of the five 
basic objectives of the Shari'ah, i.e. protection of faith, life, 
progeny, property and reason. 
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Milkiyyah 
Mu‘dmalat 


Mudérabah 


Mudarib 
Mujtahid 
Murdbahah 


Musdgah 


Mushdrakah 


Mushdrakah 
al-‘aqd 


Ownership. 

Relationships/contracts/transactions among human beings 
as against ‘ibdddt which define the relationship between 
God and His creatures, 

A contract between two parties, capital owner(s) or 
financiers (called rabb al-mal) and an investment manager 
(called muddrib). Profit is distributed between the two 
parties in accordance with the ratio upon which they agree 
at the time of the contract. Financial loss is borne only by 
the financier(s). The entrepreneur's loss lies in not getting 
any reward for his services. 

An investment manager in a muddrabah contract. 

A religious scholar qualified to give Shari ‘ah rulings. 
Sale at a specified profit margin. The term, however, is now 
used to refer to a sale agreement whereby the seller 
purchases the goods desired by the buyer and sells them at 
an agreed marked-up price, the payment being settled within 
an agreed time frame, either in instalments or in a lump 
sum. The seller bears the risk for the goods until they have 
been delivered to the buyer. Murdbahah is also referred to 
as bay‘ mu’ajjal. 

A contract in which the owner of a garden agrees to share its 
produce with someone in an agreed proportion in return for 
the latter's services in irrigating and looking after the garden, 
Partnership. A mushdrakah contract is similar to a 
muddrabah contract, the difference being that in the 
former both the partners participate in the management 
and the provision of capital, and share in the profit and 
loss. Profits are distributed between the partners in 
accordance with the ratios initially set, whereas loss is 
distributed in proportion to each one’s share in the 
capital, 

Partnership resulting from a contract, 
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Partnership in ownership of an asset arising from any event/ 
action, for example from inheritance or gift. 

Plural of Mustahig. Those eligible (for help). 

Care-taker of a wagf property. 


A contract whereby one party agrees to till the land owned 
by the other party in consideration for an agreed share in 
the produce of the land. 

Impure. 

In reference to sales contract, it means contriving with the 
seller and bidding a higher price not with an intention to buy 
but simply to fetch a higher price from other potential buyers. 
In reference to zakah, the limit of wealth that marks the 
beginning of the imposition of zakdh liability. Wealth below 
this limit is exempt. 

Judge. 

A loan extended without interest or any other compensa- 
tion from the borrower, The lender expects a reward only 
from God. 

Gambling. 

Derivation and application of a rule/law on the analogy of 
another rule/law if the basis (‘ilfah) of the two is the same. 
It is one of the secondary sources of Islamic law. 

Qiyds (analogy) based on dissimilar events. This is not an 
acceptable way of making giyds. 

The Holy Book of Muslims, consisting of the revelations 
made by God to the Prophet Muhammad (peace be upon 
him), The Qur An lays down the fundamentals of the Islamic 
faith, including beliefs and all aspects of the Islamic way 
of life. 


Quriid hasanah (Plural of gard hasan), 


Rabb al-mal 


Capital owner (financier) in 4 muddrabah contract. 
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Riba al-fadl 


Riba al-nasa’ 


Sadagah 
Jariyah 
Sadd 
al-dhara’i* 
Salaf 
Salam 
Shari‘ah 


Shirdkah 


Sunnah 


Sarah 
Tabarru‘at 


Literally, it means increase or addition or growth. 
Technically, il refers to the ‘premium’ that must be paid by 
the borrower to the lender along with the principal amount 
as a condition for the loan or an extension in its maturity. 
Interest as commonly known today is regarded by a 
predominant majority of fugahd "to be equivalent to riba. 
Riba pertaining to trade contracts. It refers to exchange of 
different quantities (but different qualities) of the same 
commodity. Such exchange in particular commodities 
defined in Shari ‘ah is not allowed. Different schools of figh 
apply this prohibition to different commodities. 

Riba pertaining to loan contracts. 

An act of charity with perennial benefits, 


Prohibition of a deed which if permitted may lead to another 
prohibited deed. 

The short form of bay‘ al-salaf. 

The short form of bay‘ al-salam. 

Refers to the corpus of Islamic law based on Divine 
guidance as given by the Qur'an and the Sunnah and 
embodies all aspects of the Islamic faith, including beliefs 
and practices, 

Partnership, Technically, it is equivalent to mushdrakah. 
The Sunnah is the second most important source of the 
Islamic faith after the Qur'an and refers to the Prophet's 
{peace be upon him) example as indicated by his practice 
of the faith. The only way to know the Sunnah is through 
the collection of ahddith, which consist of reports about 
the sayings, deeds and endorsements of the Prophet (peace 
be upon him). 

A chapter of Al-Qur'an. 

(Plural of Tabarru‘.) Donations/gifts the purpose of which 
is not commercial but is secking the pleasure of Allah. 
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Tawakkul 


Tawhid 


‘Ulama’ 
Ummah 


Wakalah 


Glossary of Arabic Terms 


An alternative for the contemporary insurance contract. A 
group of persons agree to share certain risk (for example, 
damage by fire) by collecting a specified sum from cach. 
In case of loss to anyone of the group, the loss is met from 
the collected funds. 

Trust in God for results after one has undertaken all 
necessary effort. It is one of the important values for 
Muslims. After making all necessary efforts, a Muslim 
believes that the results are in the hands of God. 

Belief in the unity of God both in terms of person as well 
as in His attributes, 

Scholars, plural of ‘dlim. 

The nation of Muslims. 

Established usage, custom. ‘Urf is one of the sources of 
Islamic law as long as it does not contradict the basic 
sources, i.e. the Qur'an and the Sunnah, 

Referring to the law of zakdh, it means a rate of ten percent 
leviable on certain types of wealth/output/income. 

A contract whereby a person leaves valuables with someone 
for safekeeping. The keeper can charge a fee, even though 
in Islamic culture it is encouraged to provide this service 
free of charge or to recover only the costs of safekeeping 
without any profit. 

Contract of agency. In this contract, one person appoints 
someone else to perform a certain task on his behalf, usually 
against a fixed fee. 

Appropriation or tying up a property in perpetuity for 
specific purposes. No property rights can be exercised over 
the corpus. Only the usufruct is applied towards the 
objectives (usually charitable) of the wagf. 

The amount payable by a Muslim on his net worth as a part 
of his religious obligations, mainly for the benefit of the 
poor and the needy, 
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INTRODUCTION 


= 
Munawar Iqbal* 


verty is one of the oldest enemies of mankind. On the one hand, 
the struggle between the ‘haves’ and ‘have-nots’ has led to the 
decline of many empires and civilizations and on the other hand, 
caring for the poor has invariably resulted in peace, progress and 
prosperity, These historical lessons have led to a universal recognition 
that alleviation of poverty should remain a high priority among the 
economic goals of mankind. However, approaches towards achieving 
this goal have differed and despite decades of debate and evaluation 
of actual experiences, there is still considerable controversy 
concerning suitable strategies and policies for poverty alleviation, 


1. UNDERSTANDING THE DYNAMICS 
OF POVERTY 


Poverty is a dynamic reality. Many factors interact to produce a 
certain level of poverty. Economic growth has been and still remains 
the most important factor in these dynamics. However, the 


* Chief, Islamic Banking and Finance Division, Islamic Research and Training 
Institute, Islamic Development Bank, Jeddah, 
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development experiences over the last fifty years show that while 
economic growth is a necessary condition for poverty reduction in 
general, this alone is by no means sufficient, The persistence of 
poverty in the midst of plenty has always generated a debate among 
economists with respect to the causality and interaction between 
growth and inequality. Many have argued that patterns of growth 
during the last fifty years in most countries have not substantially 
benefited the poor. Many even claim that the current pattern of growth 
actually widens income disparities between the rich and the poor, 
increasing poverty in many developing countries. The conclusion 
reached by Fransisco Ferreira (1999), who provides a useful overview 
of this debate, is quite instructive: 


“Income and wealth distributions can no longer be seen as mere 
outcomes of the general equilibrium of an economy. The central 
processes that determine resource allocation ~ through capital 
markets, through the political system, and through social 
circumstances — are influenced by the distribution of wealth in 
important ways. More unequal societies tend to develop larger groups 
of people who are excluded from opportunities others enjoy — be 
they better education, access to loans, or to insurance ~ and who, 
therefore, do not develop their full productive potentials. Both theory 
and empirical evidence suggest that these incomplete realizations of 
economic potential are not of concern only to those who care about 
equity per se, They also affect aggregate economic potential, and, 
therefore, aggregate output and its rate of growth. The inverted-U 
relationship between growth and inequality suggested by Kuznets has 
not survived recent empirical scrutiny terribly well. Instead, it is 
gradually being replaced by a perception that the main flow of causation 
may be in the other direction, with inequality hampering the rate and 
quality of economic growth. The debate is not over, either conceptually 
or empirically. But its very liveliness attests to the importance of the 
question. To paraphrase Tony Atkinson, inequality is unlikely to go 
back out into the cold periphery of economic analysis any time in the 
foreseeable future.” (p.13) 
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Economic endowments = physical and financial resources 
available to a society — also crucially affect economic growth. 
Similarly, the opportunities such as jobs, credit, and infrastructure 
made available to different people; and the extent of human capital 
formation are important in determining the rate of growth that a 
society may achieve. 

It must also be remembered that the development game is not 
played in space. Socio-political values, institutions and public policies 
are central to the process of growth and development, The dynamics 
of growth may thus be summarised as shown in Figure 1.1. 


Figure 1.1; Dynamics of Growth 
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As will be seen later, the four elements shown here have important 
implications for poverty alleviation. It will, therefore, be useful to 
present the Islamic position about them. 


1.1 Endowments 


Ownership of factors of production is naturally the most 
important element in generating income and wealth. Islam has its 
own unique concept of ownership. Islam gives a number of 
instructions that have a bearing on ownership of factors of 
production. To begin with, there are certain types of resources that 
have been excluded from the scope of private ownership and have 
been reserved for the society at large. Broadly speaking, two kinds 
of productive assets have been reserved for such ownership. The 
first kind includes public utilities such as large streams, the banks 
of streams, and the land around the town, etc. The second kind 
comprises some natural resources for which every member of the 
society has an equal right of use. Four such resources have been 
mentioned by the Prophet (peace be upon him) ~ water, herbage, 
fire and salt. However, Islamic jurists have long argued that these 
things should be considered symbolic. Other things having similar 
properties are also included by implication. In general, it may be 
concluded that anything, which does not involve much human effort 
or cost to make it useful, belongs to society at large. 

Beyond these types of resources, Islam recognises the right of 
individual ownership. However, even here, the real ownership belongs 
to Allah. He has delegated proprietary rights to mankind under 
specified terms. Thus the nature of ownership in Islam is that of 
trusteeship and is subject to the terms of that trust. Many of these 
terms relate to the right of the poor in the property of the rich and 
since this right is granted by the real Owner of the property, these are 
claims rather than voluntary contributions. 
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1.2 Opportunity 

Many Islamic values and norms facilitate provision of opportunity 
to all, especially to the less advantaged sections of society. Islamic 
values emphasise that everybody should receive an equal treatment 
irrespective of his race, colour or gender, In the secular framework, a 
lot has been written about the rights of women, especially with respect 
to access to jobs, However, it should be noted that it was Islam that 
granted women the right to own property, share in inheritance and 
opportunities to run businesses 14 centuries ago. If appropriate norms 
of Islamic decency are observed, there is no bar on women to enter 
the job market and if they do, they are assured of equal treatment, It 
may be mentioned here that even today the contribution of women to 
economic development of a country is not fully recognised in the 
secular framework. For example, as an accounting practice, anything 
that does not pass through the market is not included in the gross 
domestic product (GDP). This underestimates the contribution made 
by women to national development. The services that they render in 
looking after the household and bringing up children should be fully 
recognised in the service sector. The present accounting practices 
are purely illogical. For example, if William's wife looks after the 
household of Peter and Peter's wife looks after the household of 
William, both get paid and their incomes are included in the GDP. 
However, if both of them look after their own households, none of 
them get paid and accordingly are not included in the GDP. This on 
the one hand, underestimates the contribution of women to national 
product and on the other, puts undue pressure on them to participate 
in market activities. The issues of unequal pay between genders, 
harassment and exploitation are a natural result of such practices, In 
the Islamic system, the proper recognition given to the contribution 
of women in their own households eliminates such problems. 

Another important Islamic principle having implications for the 
provision of opportunities is the elimination of interest. Many scholars 
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have pointed out that distribution of credit in the society on the basis 
of interest is one of the major reasons of mal-distribution of income 
and wealth.’ By prohibiting interest the Islamic system removes these 
disparities. It also provides greater opportunities for poor people to 
have access to credit. 


1.3 Distribution 


Islam is an egalitarian religion. Taking care of the poor and needy 
is so much emphasised in the Qur'an and sayings of the Prophet 
(peace be upon him) that some scholars have gone to the extent of 
stating that anything which is beyond the needs of someone, should 
be spent in charity. While the majority of scholars do not subscribe 
to this extreme view, there is no difference of opinion among Islamic 
scholars that spending in charity is an essential trait of a true Muslim, 
The Quran itself declares: 
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“By no means shall ye attain righteousness unless ye give (freely) of 


that which ye love (wealth); and whatever ye give Allah knoweth it 
well.” [3:92] 


Islamic goals in the area of distribution can be summarised in the 
following three points:* 


1. Guarantee of fulfilment of basic needs of all. 

2. Equity but not equality in personal incomes, and 

3. Eliminating extreme inequalities in personal income and 
wealth. 


' See for example, Chapra (1985), pp.109-110; and (1992), pp.328-9), 
* Iqbal, Munawar (1986), pp-16-17 
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There is complete agreement among Islamic economists that 
fulfilment of basic needs of all humans is the foremost objective of 
the Islamic distributive scheme. However, this does not mean that a 
basket-full of life’s necessities would be doled out to every individual 
by the state in all circumstances. Individuals are normally expected 
to fulfil their needs through their own efforts. If due to some reasons 
it is not possible, then the responsibility to fulfil one’s needs rests 
with one’s near relatives, the neighbourhood and the society in 
general. The state, as an agent of society, is required to ensure that 
this has been done some way or another. As a last resort, bayt al-mdal 
is responsible. 

Having ensured the fulfilment of the basic needs of all, Islam 
permits differences in personal incomes. This derives from the Islamic 
view of justice to all. Individuals are different in terms of their talents 
and capacities. It would not be just to equate all people in terms of 
their earnings while they contribute differently to the production 
process. It is also inefficient. It would kill individual incentive and 
would be detrimental to productive efficiency. 

Once it is understood that distributional justice does not mean, rather 
rules out, perfect equalities of income, one faces the question of the 
optimal level of inequalities, Here, Islam does not prescribe any ratio 
between the minimum and maximum incomes but discourages extreme 
inequalities. The purpose of the Islamic system is not only to establish 
justice but also to promote mutual love and kindness. Glaring disparities 
in income and wealth lead to social and political disruptions. Therefore, 
those inequalities, which cause hatred, malice, and ill feeling among 
individuals, need to be eliminated. 


1.4 Growth 


Islam gives due importance to growth and economic development. 
It stands for effort, hard work, efficiency and dynamism. There are 
numerous textual references in the Qur'an and the Sunnah that all 
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resources in this {iniverse have been created for the use of mankind. 
For example: 
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“And He has subjected to you (put in your service), as from Him, alt 


that is in the heavens and on earth: behold, in that are indeed signs 
Jor those who reflect.” [45:13] 


Islam encourages its followers to do whatever is needed to exploit 
these resources for the service of society, It reminds its followers 
that while achieving welfare in the life Hereafter should remain the 
ultimate objective of human effort, this by no means implies 
monasticism. 
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“The monasticism, they invented for themselves. We did not prescribe 
(it) for them: (We commanded) only seeking the pleasure of Allah (in 


all deeds); but that they did not foster as they should have done,” 
(57:27) 


Islam also encourages its followers to perform their activities in 
the most efficient manner. The Prophet (peace be upon him) advised: 
cS 6 jell «lanl 5S) asty of ae pSaat Lise 13) any atl of 
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“Allah loves that whenever anyone of you performs a task, that he 
perfects it.” [Kanz al-‘Ummial, Vol. 3: Hadith No. 9128) 
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In view of these instructions, there is consensus among Islamic 
economists that economic growth and development is an important 
economic objective to be pursued with due diligence. However, in 
the Islamic system the focus of development efforts is man.’ 
Development is a goal and value-oriented activity devoted to 
optimisation of human well-being. Islam deals with all aspects of 
economic development but always in the framework of total human 
development and never in a form divorced from this perspective. The 
emphasis, therefore, shifts from the quantity of growth to the quality 
of growth. 


2. DYNAMICS OF POVERTY REDUCTION 


As mentioned before, economic growth is a necessary bul not a 
sufficient condition for poverty reduction, A given rate of growth 
in two countries may have entirely different impacts on poverty 
reduction. This is due, on the one hand, to the pattern and quality 
of growth and on the other hand, to population growth and 
demographic changes accompanying it. Population growth leads to 
increase in one of the most important factors of production, i.e., 
labour, but if that resource is not properly developed and employed, 
it can be a severe drag on the growth potential, In terms of poverty 
reduction it can eat away the advantages generated by growth, A 
simple framework for poverty reduction can thus be represented as 
follows: 


* Ahmad, Khurshid (1980), pp.178-9. 


Islamic Economic Institutions and the Elimination of Poverty 


Figure 1.2: Dynamics of Poverty Reduction 


Distri- 
bution 


3. STRATEGIES FOR POVERTY REDUCTION 


In the 1950s and 1960s, growth in the GDP was considered to be the 
best strategy for reducing poverty, It was argued that as the overall 
size of the ‘cake’ increases, its portions reaching different strata of 
the population would also increase. After two decades of GDPism, it 
was realised that this “trickle down’ scenario as an automatic 
mechanism for poverty alleviation does not work as desired. As a 
result, in the 1970s attention shifted to direct provision of nutritional, 
health and educational needs of the poor as a matter of public policy. 
It was also argued that improvements in health, education, and 
nutrition of the poor were important not only in their own right but 
also to promote growth in incomes including the incomes of the poor, 
Following this policy prescription, many countries instituted social 
welfare policies in the public sector for the provision of these needs, 
However, it was soon realised that this strategy is not sustainable in 
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the long run as it puts a heavy burden on government budgets. 
Countries in Latin America and Sub-Saharan Africa started tightening 
public spending in the 1980s. In the 1990s many other countries, 
including some developed countries, also started questioning the 
sustainability of this strategy. Many people began to doubt the 
effectiveness of public policy and especially policy towards the poor,* 
A shift in emphasis followed. It was argued that while provision of 
primary health care, nutrition and primary education to the poor is 
important, this alone is not sufficient. Switching to an efficient labour- 
intensive pattern of development and investing more in human capital 
formation are equally important, if not more so. 

The development experience of the 1990s showed that both of these 
elements had several catches, Promoting labour-intensive growth is 
not easy, especially in the short and medium term. Provision of basic 
services to the poor which require more public spending brought to 
the forefront the trade-off between the interests of the poor and those 
of the non-poor, Mismanagement of public funds and corruption also 
became serious issues in this debate. It was increasingly realised that 
the participation of poor people in decision-making on the one hand 
and better governance of public funds on the other are of crucial 
importance. It was also realised that since the road to development has 
many bumps and shocks, both economic and natural, and since poor 
people are more vulnerable to these shocks, policies should be put in 
place to protect poor people from such shocks. Building on these 
elements, the World Development Report 2000/2001 proposed a strategy 
for attacking poverty in three ways: promoting opportunities, 
facilitating empowerment and enhancing securities.* 

Provision of material opportunities such as jobs, credits, and 
infrastructure is the most important element in this strategy for 
poverty reduction, While it is recognised that overall economic growth 


* World Development Report 1990, p.2. 
* World Development Report 2000/2001, pp.6-7. 
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is crucial for generating opportunities, the pattern and quality of 
growth is also important. Market reforms can be central in expanding 
opportunities for poor people, but the reforms need to reflect local 
institutional and structural conditions. Greater equity in the 
distribution of income can also play an important role in creating 
Opportunities. Access to market opportunities and to public sector 
services is often strongly influenced by state and social institutions. 
Therefore, these institutions must be responsive and accountable to 
poor people. Sound and responsive institutions are not only important 
to benefit the poor but are also fundamental to the overall growth 
process. Reducing vulnerability to economic shocks, natural disasters, 
ill health and disability is also an intrinsic part of enhancing well- 
being. This requires effective national action to manage the risks and 
to protect poor people from these risks. It also requires building assets 
of poor people, diversifying household activities, and providing a 
range of insurance mechanisms to cope with adverse shocks. 


4. ISLAMIC APPROACH TOWARDS 
POVERTY ALLEVIATION 


The global strategies for poverty alleviation as developed over 
the last SO years have a number of useful elements. Most of these are 
well recognised in Islam. Yet the Islamic approach towards poverty 
alleviation is quite distinct. Salient features of this approach are 
discussed below. 

The strategies for poverty alleviation mentioned above inevitably 
involve two trade-offs: (i) between interests of the ‘haves’ and ‘have- 
nots’ and (ii) between the role of public sector versus the market. In 
both of these areas. the Islamic approach has some distinct features. 

To begin with, Islam teaches us that the life in this world is a test. 
This life will be followed by an eternal life in which reward or 
punishment will depend on how one fares in this test. It then goes on 
to advise us that differences in income and wealth are part of this 
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test for both rich and poor and prescribes codes of behaviour for 
both. On the one hand, it advises the poor not to bear a grudge against 
those who have been given more and on the other hand, it encourages 
the rich to share their wealth with the poor freely. It advises all able- 
bodied persons to work hard to earn a living and treats such work as 
worshipping God. At the same time, it makes it obligatory for the 
society to fulfil the basic needs of all those who are unable to earn 
these for reasons beyond their control. It assures the poor that they 
will be richly rewarded in the life Hereafter for bearing their hardships 
patiently and at the same time assures those who come forward to 
relieve such hardships of an equally rich reward. In this way, Islam 
works on both ends of the equation to reduce poverty and promote 
social cohesion at the same time. It minimises the negative effects 
on individual incentives that ordinarily accompany redistribution 
schemes, The giver derives positive utility and enjoys rather than 
resents sharing his income and wealth with others, It also minimises 
the negative effects on work effort that ordinarily accompany 
unemployment and disability benefits and helps eliminate parasitic 
tendencies. 

Islam also establishes a balance between the role of the public sector 
and the market, It utilises an ‘institutional approach’ in order to achieve 
its distributive goals. The market, as an institution, is allowed to play a 
significant role. It is however, supplemented by many other institutional 
arrangements to correct some in-built tendencies in the market 
solutions. These institutions include zakdh, elimination of interest, 
Islamic rules of ownership of wealth and natural resources, Islamic 
law of inheritance, compulsory maintenance of certain relatives, etc. 
The important feature of these institutional arrangements is that they 
are Divinely-ordained and are not subject to political or social 
manipulation. There are many other built-in institutions such as awgaf, 
takdful, irfég, etc., which are backed by Shari‘ah rules and regulations, 
While these institutions do allow ijtihdd, they are also not subject to 
‘popular’ or so-called democratic practices. 
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In terms of the growth, distribution and population triangle (Figure 
1.2), writers in Islamic economics have placed most of the emphasis 
in their poverty-reduction agenda on distribution. The roles played 
by economic development and growth in population in poverty 
alleviation have not received the attention that they deserve, In our 
view, these elements of the dynamics of poverty reduction are equally 
important. We have mentioned above that Islamic values place a lot 
of emphasis on exploiting the resources of the universe for the benefit 
of society, on working hard and on promoting efficiency. We have 
also mentioned that Islam does not endorse monasticism. It 
encourages its followers to acquire a decent living standard and a 
life of case and comfort. 
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“Say: Who hath forbidden the beautiful (gifts) of Allah, which He hath 
produced for His servants, and the things, clean and pure, (which He 
hath provided) for sustenance?” [7:32] 
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“Allah intends every facility for you; He does not want to put you to 
difficulties.” [2:185] 


Islam also enjoins its followers to gain power and strength for the 
ummah. In the modern world economic power is the clearest 
manifestation of the strength of a nation. Therefore, economic growth 
is important not only for poverty reduction, it is desirable in its own 
right. 

The enormous role that economic growth plays in poverty 
reduction is an empirical reality. World Development Report 2000/ 
2001, after analysing the evolution of poverty across countries in the 
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last two decades, concludes that differences in economic growth 
across countries account for much of the variation in poverty 
experiences. On average, growth in the consumption of the poorest 
fifth of the population tracked economic growth one-for-one. In the 
vast majority of cases growth led to rising consumption in the poorest 
fifth of the population, while economic decline led to falling 
consumption.® Similarly, the pattern of growth is also important. The 
one most important variable in these regards is the distribution of 
income. In a recent study, Ali and Elbadawi (1999) as quoted by 
Ismail Sirageldin in Chapter 2, examine the observed experience of 
selected developing countries in four regions: the Arab region 
including six Arab countries; Sub-Saharan Africa; Latin America; 
and Asia. For the six Arab countries, although the rate of economic 
growth was relatively high at 3.3%, poverty increased by 1.3% mainly 
as a result of the predicted high rate of growth in inequality, at 4.4%, 
For Sub-Saharan Africa, the predicted growth in poverty was positive, 
mainly as a result of worsening inequality. Economic growth had no 
effect in reducing poverty since its average was zero during the period. 
The experience of Latin America was similar to that of the African 
countries; low growth and worsening inequality that generated a high 
rate of growth in poverty, On the other hand, there was a significant 
decline in poverty in the Asian sample (China, India, Malaysia, 
Pakistan, Philippines, Sri Lanka). The increase in inequality was 
sizable but was more than compensated by a large growth effect that 
dominated the negative distributional effect. 

In Islamic writings on poverty alleviation, the least attention has 
been given to the role of population growth and demographic changes, 
This is rather unfortunate. Muslim writers on the subject are swayed 
by the opinion held by a vast majority of Islamic scholars that adoption 
of family planning as a national policy is against Islamic teachings. 
They tend to forget that population policy is a lot more than family 
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planning. If properly managed, growth in population and other 
demographic changes can unleash powerful forces for growth. After 
all, labour is an important factor of production. 

As an example, Sirageldin (Chapter 2) refers to the “demographic 
window of opportunity”. He points out that almost all Islamic 
countries have entered a phase of demographic transition that presents 
enormous opportunities for development that have the potential to 
reduce poverty. This phase of demographic transition, associated with 
delayed but accelerated fertility decline can produce positive 
developmental consequences through its effect on the age structure, 
Jabour force participation, and geographical and occupational 
mobility, However, in order to exploit these opportunities, appropriate 
socioeconomic policies should be put in place quickly, The moral of 
this example is that population policies do not end with family 
planning. They involve developing young people into a productive 
work force through human capital formation, creating jobs for them, 
providing finance to make them successful businessmen and to 
provide a secure environment to enable them to flourish. 


4.1 Institutional Approach for Poverty Reduction 


The most important aspect of Islamic strategy for poverty 
reduction is its ‘institutional approach’, There are a number of built- 
in ‘institutions’ in the Islamic system that play an important role in 
reducing poverty. These were mentioned in Section 4. Some of these 
have been taken up by the writers in this volume. 

Hafiz Yasin and Sayyid Tahir (Chapter 3) examine the effects of 
introducing zakdh and eliminating interest from the economy using 
Pakistan as a case study, Employing a Computable General Equilib- 
rium Model, they simulate important macroeconomic variables for a 
period of ten years over the base of 1989-90, Four policy alternatives 
are compared; maintaining the status quo; introducing zakah only; 
replacing interest by profit-sharing and full-scale Islamisation that 
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admits zakdh and profit-sharing simultaneously. It is shown that full- 
scale Islamisation produces the best results for alleviating poverty 
and improving income distribution, Even the two alternatives of 
partial Islamisation are shown to be superior to the status quo though 
the gains are much smaller as compared to full-scale Islamisation. 

Tag el Din (Chapter 5) argues that elimination of interest alone 
cannot perform its re-distributional function. It must be supported 
by an active irfaq (non-profit) sector, another Islamic institutional 
arrangement, which adds voluntary charity to compulsory payments 
of zakah. He refers to the common distinction between ribd al-nasa’ 
and ribd al-fad! on the one hand and curative and preventive strategies 
for achieving re-distributive goals on the other hand. Curative strategy 
refers to non-market resource allocative measures to satisfy certain 
social wants. A non-utilitarian authority such as government raises 
scarce resources and re-allocates them for the production of non- 
marketable public goods. Preventive strategy involves two kinds of 
measures, market regulation and regulation of money supply. He then 
portrays the elimination of ribd al-nasa’ as curative and elimination 
of riba al-fadi as a preventive measure under the category of market 
regulation. He goes on to show how the elimination of ribd al-fadl is 
a market regulation strategy for prohibiting monopolistic practices. 
He advises that Islamisation schemes should treat monopolistic 
practices as a manifestation of ribd and seek to eliminate them. In 
the case of riba al-nasa’, since this is a curative measure and since 
in the Islamic framework the non-utilitarian authority which addresses 
cases of market failure is the irfaq sector (as compared to public 
sector in the secular framework), the elimination of ribd al-nasa’ in 
his view can yield the desired re-distributional results only when 
supported by an active irfaq sector. 

One important institution in the irfaq sector is the wag/ system. 
This is taken up by Cizakga (Chapter 7). A wagf is established when 
a privately owned property, corpus, is endowed for a charitable 
purpose in perpetuity and the usufruct generated by it is spent on the 
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specified purpose. Cizakga points out that many essential services 
such as health, education, municipal services, etc., were all provided 
in Islamic states at no cost whatsoever to the government. This was 
achieved not through the Western method of re-distributive taxation 
but through voluntary donations without any state coercion. Thus 
the waqf system emerged as the most important institution of poverty 
alleviation in the {slamic world. Quoting budget studies from the 
16th century Ottoman Empire, he reveals that the entire government 
expenditure was limited to military spending. The wagf system thus 
helps in reducing government expenditure dramatically. That in turn, 
leads to a reduction in budget deficit thus lowering the need for 
government borrowing, curbs the crowding-out effect, and leads to a 
reduction in interest rates, thus removing a major impediment to 
private investment and growth. The wagf system also solves the 
problem of under-supply of public goods so often observed in 
conventional economies due to inadequate representation of the poor 
in the decision-making process. 

It is useful to note here that disappointed by the dismal 
performance of the state sector in providing essential social services 
to the poor and shocked by the exorbitant cost of these services when 
provided by the state, 4 massive transformation is underway in 
Western countries with respect to poverty reduction policies. Learning 
from the experience of the wagf system, the West is rediscovering 
the virtues of the non-profit sector and NGO activity is growing at a 
rapid pace. The movement is making an impressive contribution in 
providing a number of social services. Islamic countries can, in their 
turn, learn a Jot of lessons from these experiences. Cizakca especially 
draws our attention to the principle of subsidiarity used in Germany. 
This principle assigns priority to non-profit over the public provision 
of social services. This principle is very close to the Islamic concept 
of waqf foundation. Cizakga maintains that since it may be both 
unrealistic and undesirable to push back the state completely out of 
the provision of essential services, the German concept of subsidiarity, 
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which avoids duplication of effort and ensures a clear division of 
labour between the state and the non-profit sector, appears to be a 
useful idea to borrow. . 

Kabir Hassan and Alamgir (Chapter 4) examine the role of NGOs 
in poverty alleviation in Bangladesh through provision of micro-finance 
to the poor segments of society. They highlight that provision of 
microcredit has improved the quality of life of millions of people in 
Bangladesh. Microcredit has also been found to be an effective 
instrument for creating self-employment. Several microfinancial 
institutions (MFIs) are providing collateral-free credit to the rural poor 
on the basis of group guarantee. They provide a comparative analysis 
of secular and Islamic NGOs in rural Bangladesh. While the secular 
MFIs have been operating since the 1980s, Islamic MFIs have started 
their operations quite recently. Secular MFIs charge high rates of 
interest of about 30% which is more than double the formal banking 
rate and pay only 5-6% interest to the members on their mandatory 
savings. The Islamic NGOs do not provide cash loans. They use the 
concept of bay‘ mu ‘ajjal with a mark-up of about 12% to provide small 
productive assets, Secular MFIs, which depend for their funds on 
Western donors, have a lot more funds at their disposal as compared to 
Islamic MFIs, which are starved of funds despite ample opportunities 
to expand and a huge demand for Islamic microfinancial services, In 
view of the huge potential for microcredit in poverty alleviation, Islamic 
countries are well advised to pay more attention to this area. 

An important element in the moder poverty-reduction agenda is 
to protect people from shocks, both economic and natural, which 
can suddenly hurl them into the quagmire of poverty. In the Islamic 
system, there is an institution of takdful (mutual surety) which 
addresses this aspect. Basically, takdful is a cooperative proposition 
predicated on mutual support, Daud Bakar (Chapter 6) discusses this 
concept in some detail and relates it to the theory and practice of 
insurance in the modern world. He argues that since the takdful 
contract is meant to provide mutual help and assistance, prima facie 
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all types of risks are insurable from an Islamic point of view as long 
as the objective is to mutually indemnify one or more participants 
facing some risks rather than commercial gain. He uses this principle 
to evaluate various types of modern insurance contracts and concludes 
that the Islamic concept of tak@ful, would, on the one hand, permit 
insuring certain risks that conventional insurance shuns, namely 
speculative risks and would, on the other hand, prohibit certain types 
of life insurance contracts that conventional insurance permits. While 
one may not agree with all of his conclusions, he has certainly 
projected the institution of takdful as a powerful instrument of mutual 
support. That has important implications for poverty alleviation. 


§. GLOBAL POVERTY TODAY 


In order to comprehend the magnitude of the problem at hand, it 
would be useful to look at the current picture of poverty in the world. 
Over the last three decades, especially during the 1990s, substantial 
progress has been made toward reducing global poverty, Per capita 
private consumption growth in developing countries averaged about 
1.4% a year between 1980 and 1990 and 2.4% between 1990 and 
1999, helping millions of people cross the poverty line. The proportion 
of the developing world’s population living in extreme economic 
poverty — defined as living on less than $1 per day in 1993 dollars, 
adjusted to account for difference in purchasing power parity — has 
fallen from 28% in 1987 to 24% in 1998. However, the absolute 
number of people in poverty has hardly changed because of the growth 
in population.’ 

While there has been substantial progress in alleviating poverty, 
it has been far from even, and the global picture masks large regional 
differences. Bast Asia and the Middle East and North Africa have 
reduced their numbers in poverty. But in all other regions the number 


* Ihid., p.2t- 
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of people living on less than $1 a day has risen. The decrease in the 
proportion of the population living below the poverty line has not 
been enough to reduce the total number of poor. In South Asia for 
example, the number of poor people increased between 1987 and 
1988 from 474 million to 522 million, even though the share of people 
in poverty fell from 45% to 40%. In Latin America and the Caribbean 
the number of poor people rose by about 20%.* The global distribution 
of population living on less than $1 a day in 1998 as given in World 
Development Report 2000/2001 is reproduced below, 


Figure 1.3: Distribution of Population Living on 
Less than $1 a Day (1998) 
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* Thid., p.22. 
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It will be interesting at this point to look at the situation of Muslim 
countries. Table 1,1 presents some data on poverty in some members 
of the Organisation of Islamic Conference (OIC), The average 
percentage of population living below the poverty line in the 30 
countries for which data has been reported works out at 27.7. As may 
be noted, the data mostly pertain to the mid 1990s. Interestingly, the 
average figure for people below the poverty line in the world in 1993 
was also 27.7.” Therefore, it may be concluded that on average the 
level of poverty in Muslim countries is similar to other countries in the 
world, In that case, the number of people living below the poverty line 
in Muslim countries would be around 290 million today. That means 
that roughly one in every four individuals is living in absolute poverty. 
From the point of view of an Islamic system, which calls for the 
fulfilment of basic needs of everyone, this situation leaves a lot to be 
desired. It is high time that Islamic scholars and governments work 
together to design and implement a policy package that can solve this 
problem in a reasonable period of time. 


Table 1.1; Poverty in OIC Countries 


Country Population | Population Below the Poverty Line | Type of 
| (Millions) — - Poverty 
| survey]  % Number Line* 
|__Year (Millions) a 4 

1995 22.6 6.44 NPL. 

190s 68.1 5.04 NPL 

1996 35.6 42.76 NPL 

1995 33.0 1,75 NPL 

1994 612 6.18 PL 

1996 | 64.0 4.16 | NPL 

1095 12.3 1.75 im 

19% | 229 13.88 NPL 

1994 | 400 292 | NPL 


{ Aantbibed fon p23) 
* thid., Table 1.1, p. 23. 
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Table 1.1: Continued 


ae eee RAM RASP RAR ARRAS 


* NPL refers to National Poverty Line from national surveys, Where NPL. is not available, 
International Poverty Line (IPL) as reported in World Development Report 2000/2001 
is given. 

™ Average of 30 countries. 
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CHAPTER 2 


The Elimination of Poverty: 
Challenges and Islamic Strategies 
Sad 


Ismail Sirageldin* 


1, INTRODUCTION 


overty is a complex phenomenon. It has persisted in varied 

degrees in societies and communities around the world since 
recorded history, regardless of resource endowment, the stage of 
development, level of technology, social structure or culture. However, 
societal approaches to poverty alleviation have varied significantly 
from indifference to active intervention, from reliance on private or 
collective strategies, and between distribution and growth strategies, 
depending on the efficacy of existing socio-economic institutions 
and the prevailing social values. Throughout history, individual and 
social values, especially where equalitarian ideology ranks high, have 
been important determinants of how individuals and society view 
poverty as an issue that requires attention at society level. For Islam, 
as an ethical system, it is an accepted premise that policy decisions 


* Professor Emeritus, The Johns Hopkins University. Keynote Address delivered at 
the 4th International Conference on Islamic Economics and Banking, “Islamic 
Finance: Challenges and Opportunities in the 21st Century.” Venue: Loughborough 
University, Loughborough, UK (August 13-15, 2000). 
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in an Islamic society must pass through an Islamic moral filter. The 
Islamic ethical system provides for more than a “Bill of Rights”, Its 
system defines a “Bill of Rights and Obligations” that guides the 
behaviour of government and the governed. However, we agree with 
Khurshid Ahmad’s recent assessment that the present status of Islamic 
countries is “still under the shadow of the Western system and, as 
such, it is doubtful how ‘representative’ of the Islamic ethos its current 
behaviour can be” [Ahmad (1994), p. xiv]. To examine the 
performance of Islamic countries and conclude whether they adhere 
to the ethical principles of Islam requires much more knowledge about 
the performance of these countries and how these performances 
adhere to Islamic ethical and legal systems, a task beyond the capacity 
of the present author, 

Our approach in the present paper is to focus on Islam as a system 
of ethics, treating the Islamic ethos as an ideal through which socio- 
economic policies dealing with poverty reduction/prevention are 
assessed. We find the axiomatic approach, developed by Naqvi (1994) 
and applied in an earlier analysis of Islam, society and economic 
policy |Sirageldin (1996) pp, 224-227] to be helpful to the present 
discussion, The axiomatic approach is based on four basic tenents of 
the Islamic ethical system; 

Unity (tawhid): this axiom indicates the vertical dimension of the 
ethical system. It provides for freedom of action whereby each 
individual is viewed as an integral part of the whole. 

Equilibrium (al-‘adl wa'l-ihsdn): this axiom provides for the 
horizontal dimension of equity leaving a lot of freedom for policy 
details, as, for example, striking an appropriate balance between the 
needs of present and future generations. 

Free-will (ikhtiydr); although individual freedom is guided by 
broad guidelines, and individuals may travel their own paths, careful 
intellection is required “to interpret-reinterpret that freedom within 
specific societal contexts, and to suit the needs of changing times” 
[Naqvi (1994) p. 31}, 
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Responsibility (fard): this axiom states that although ‘responsi- 
bility’ is voluntary, individuals and society need to conserve for the 
public good. Hence, there is a social aspect of every asset owned or 
managed by private or public entities. 

These four axioms, taken together, lead to a universal ethical system 
that implies that policies should not lead to dependency, limit 
opportunities that develop capabilities for the few, or reduce individual 
responsibilities for taking action. Policies should enhance motivation 
to seek knowledge, enhance productivity, and enhance transparency in 
government. They should also enhance intra- and intergeneration equity, 

In the present discussion, the system of Islamic axioms serves as 
an ethical ‘filter’ to assess policies, a challenging task. However, our 
purpose is not to develop Islamic solutions but rather review some 
current strategies and programmes of poverty alleviation/elimination 
and assess whether their objectives and intentions pass the Islamic 
ethical filter. Programmes and strategies are subject to the inevitable 
process of trial and error, a continuous learning process. 

This paper is divided into three Sections, The first is descriptive, 
It examines briefly the concept of poverty, its spatial and temporal 
dimensions, and the challenges of its measurement and policy 
assessment over time. The second Section is conceptual. It focuses 
the discussion of poverty around a question that we feel essential to 
the understanding of its full dimensions, its causes and its remedial 
and preventive policies: are the poor, poor because they live in poor 
communities or unfavourable environments? Or are they poor because 
their parents were poor? The answer to this question goes beyond 
economic analyses into the socio-political structure of society: the 
distribution of income and assets including human capital and 
capabilities, the distribution of opportunities especially in a wage- 
earning capacity, the role of rent-seeking behaviour, and the lack of 
social, geographic and occupational mobility. In this context, the 
fundamental triangle of poverty, distribution and growth is elucidated, 

In the third Section, we attempt to reduce the varied strategies 
dealing with poverty into a few basic dimensions: long-term policies 
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targeted to enhance the capabilities or increase the domain of 
opportunities while reducing barriers to mobility, and policies targeted 
for temporary remedial measures, although some of the latter could 
become institutionalised at least for those that may not be empowered, 
being handicapped or disabled. We also find it instructive to refer to 
the development paradigms and strategies of the 1960s when national 
and international interest in economic and social development took 
hold. The parallel is striking, especially in some of the negative 
externalities that influence human development. Our search leads to 
the conclusion that for policies to be effective a technical and 
empirical understanding of poverty is a necessity, but for that 
understanding to be effective, it must be combined with efficient 
institutions and a supportive system of social values. Invoking value 
judgements based on collective consensus seems essential for the 
choice and implementation of policies. Long-term commitment 
requires political consensus especially in a zero-sum game-type 
environment and where the implementation of policies leads to 
negative social externalities, for example, rent-seeking behaviour, 
free-rider-type behaviour, or the institutionalisation of poverty. The 
discussion leads to an exploration of the role of Islam as a system of 
ethical axioms in supporting policies designed to eliminate poverty 
while enhancing sustainable growth and equitable human 
development. The paper ends with some concluding remarks. 


2. ON THE CONCEPT AND MEASUREMENT 
OF POVERTY 


The development of effective policies for poverty reduction and 
the monitoring of their progress and efficacy may not be feasible 
without a clear definition of poverty that can be measured with 
consistency across space and time. However, there are known difficult 
problems with defining and measuring poverty. There is no optimal 
definition or a measurement technique to compare poverty across — 
countries or even within a country, Three decades ago, Martin Rein 
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(1970, p.46) identified three broad concepts of poverty that seem to 
encompass most of the difficulties associated with poverty analysis: 
subsistence, inequality, and externality. Subsistence is concerned with 
the “minimum of provisions needed to maintain health and working 
capacity” (capabilities). Inequality is concerned with the “relative 
position of income groups to each other.” Hence, the concept of 
poverty must be seen in the context of society as a whole. Poverty 
cannot be fully understood by isolating the poor and focusing on 
their behaviour as a special group. It is equally important to 
understand the behaviour of the rest of society especially the richer 
segment and that of the rich economies. Externality is concerned 
with the “social consequences of poverty for the rest of society rather 
than in terms of the needs of the poor — it is not so much the misery 
and plight of the poor but the discomfort and cost to the non-poor 
part of the community which is crucial to this view of poverty.” This 
latter view provides the political and social dimensions of policies 
dealing with poverty. On the one hand, the poverty line serves as an 
index of the disutility to the community of the persistence of poverty. 
It reflects the extent of socio-political commitment [Smolensky 
(1970)}. On the other hand, it opens the door for the analysis of 
poverty as a social stratification problem, whether poverty is inherited 
across generations, or confined to geographic locations, The 
conceptualisation of poverty has advanced since then, especially its 
macroeconomic linkages with distribution and growth. Recent 
advances in this direction have been helpful in elucidating poverty- 
related policies and strategies [Ali and Elbadawi (1999), Squire 
(1999), and papers presented at the 1999 World Bank Stiglitz Summer 
Research Workshop on Poverty, and references cited therein]. 
However, understanding the socio-political environment and required 
institutional capacities at local, national, or international levels 
continues to raise challenges and unsettles the conceptual and 
measurement problems necessary for developing effective policies 
and strategies. 
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Each of the concepts outlined by Rein (1970) present numerous 
conceptual, definitional, and measurement problems. Some continue 
to be part of the active research on the subject as reflected, for 
example, in the cautionary end notes on the data quality, conceptual, 
and measurement difficulties with data published recently on national 
and international poverty lines [World Development Report (2000), 
p-65]. It is not evident, for example, whether “the international poverty 
line measures the same degree of need or deprivation across countries” 
(ibid). The same is true for comparing poverty measures within 
countries, for example, rural-urban comparisons. In an attempt to 
bring together four basic dimensions of human deprivation, the 
Human Development Report (1999), UNDP developed a multi- 
dimensional Human Poverty Index (HPI) based on health status, 
knowledge, economic provisioning, and social inclusion. Although 
maintaining the same conceptual dimensions, the indicators of the 
HPI vary between developing countries (HPI!) and industrialised 
countries (HPI2). For example, for the latter countries, income 
measure was used to indicate economic provisions while public 
provisioning was used for developing countries. The HPI provides 
useful cross-sectional and temporal international comparisons, For 
developing countries, the HPI] reveals that, in 1997, human poverty 
ranged from a low of 2.6 percent in Barbados to a high of 65.5 percent 
in Niger. Thirty countries had a poverty index of at least 25 percent 
and 14 countries of at least 35 percent. The incidence of poverty is 
widespread and concentrated in Africa and South Asia. However, the 
HPI seems to suffer from the same problems mentioned above, of 
data quality and consistency. Furthermore, being a macro indicator, 
there is the difficulty of interpreting the findings for policy analysis 
or in the formulation of poverty-reduction strategies. 

There have been recent advances in survey methodologies and 
econometric techniques that attempt to achieve a more complete 
account of household market and non-market income and 
consumption, The analyses of these surveys provide a clearer picture 
of the problem of poverty around the world although with varied 
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coverage and quality. For example, according to some authorities, 
current survey data and measures do not cover the full dimensions of 
poverty, required for the development of effective policies that deal 
with both ‘chronic’ and ‘transient’ poverty [Thorbecke (1999)]. It is 
not our intention to provide a detailed account of measurement issues; 
there is a wealth of these to be found elsewhere. 

Our purpose is simply to indicate that poverty is a multi- 
dimensional concept. A quantitative money-metric consumption (or 
income)-based approach is not sufficient. It needs to be expanded to 
measure socio-political externalities, both a result of the presence of 
poverty and of the introduction of policies to alleviate it. The latter 
could be a source of significant negative externalities that are in direct 
conflict with the objectives and performance of policies and 
programmes, as well as with prevailing ethical systems including 
that of Islam, as discussed later. An in-depth understanding of the 
socio-political environment on the local and larger societal and 
international levels seems essential. There is a lot to be desired in 
the field of defining and measuring poverty. For example, while the 
design of better and consistent data should continue to be a priority, 
there is a need for a better balance and coordination between national 
and local level commitments to poverty alleviation, although the 
globalisation of labour markets present challenges to such 
coordination. The localisation of policies and raising the awareness 
of local communities, where data is more accessible and less costly 
and its use is more effective, about the full dimensions of poverty 
and its externalities should be part of the larger poverty-reduction 
strategies. Although care needs to be exercised about the optimal 
size and temporal limits of the distributional component of such 
approaches. The experience with successful community health 
strategies and programmes, especially those with cost recovery 
provisions and their synergies with successful macroeconomic 
policies could serve as an example. At present, care must be exercised 
in interpreting findings for policy analysis and evaluation. 
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3. ON THE EVOLUTION AND DYNAMICS 
OF POVERTY 


The previous discussion indicates that poverty cannot be viewed 
in isolation of the socio-economic environment and the political 
system. Poverty-reduction strategies and policies are part of overall 
‘development’ strategies. We focus, however, on the basic triangle of 
poverty, distribution, and growth and the synergies among them. 
Although economic forces are important, it is evident that socio- 
political, cultural, and other non-economic factors associated with 
‘human development’ are embedded in these synergies and play 
pivotal roles in the policy analysis of poverty alleviation, An important 
factor in the present phase of development in Islamic countries, shared 
by most developing countries, is the stage of their demographic 
transition. It is instructive to start with these economic-demographic 
dynamics as a base for understanding the evolution and dynamics of 
poverty in these countries. There are three reasons for this focus. 
The first is that demographic change shapes the destiny of 
development prospects through their consequences, while being 
shaped by development processes and outcomes. The second is that 
demographic outcomes include externalities that have intra- and inter- 
generation distributional consequences that affect the size and 
intensity of poverty. The third is that the present stage of the 
demographic transition presents opportunities for development that 
have the potential to reduce poverty. These opportunities, however, 
are conditional on the presence of supporting socio-economic policies 
and political commitments. It must be emphasised that the present 
discussion is not normative in the sense of promoting a course of 
demographic policy action. It is based on established demographic 
trends in developing countries and an analysis of their consequences. 

For all practical purposes, almost all Islamic countries have entered 
the final phase of the demographic transition. This phase of 
demographic transition, associated with delayed but accelerated 
fertility decline has the potential for positive developmental 
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consequences through its effects on the age structure, labour force 
participation, and geographic and occupational mobility. This 
development potential is labelled in the literature as the demographic 
window of opportunity. The policy focus in this stage should be on 
how to capitalise on the development potentials of the window of 
opportunities. Population growth is expected to decline in the coming 
decades, mainly as a consequence of the decline in fertility that 
maintained high levels for generations, Meanwhile, crude death rates 
are expected to rise, as the age structure gets older with the result 
that population growth declines even faster. An important 
consequence of these demographic dynamics is the change in the 
natural growth rates of the various age cohorts. Thus, although the 
overall rate of population growth is declining, the growth of the 
population in the working age is expected to grow at rates that are 
higher than that of the population as a whole, and especially higher 
than the growth rates of younger generations. The cohorts in the 
working age are expected to maintain these high rates of growth for 
at least a generation, while the older cohorts will gain significantly 
in relative size in the coming decades. As the populations reach their 
stationary state, their size will increase. However, the gain in size 
will be concentrated in the age cohorts above 30. In fact, the younger 
cohorts, less than 15 years old, will lose in absolute size. The 
consequences of these demographic patterns to population growth 
and age structures are well established and are certain to materialise, 
Apparent differences among countries are a result of differences in 
initial age structures and the timing of the onset of fertility decline. 
These are only a matter of timing that impact expected cohort sizes 
at the stationary state. They are not differences in the pattern of 
demographic change that is already taking place. However, these 
differences could generate inter-country differentials in labour-capital 
intensity that may generate pressure for labour and or capital 
migration while increasing inequality and the incidence of poverty, 

In this transitional environment of high rates of growth of the 
population at the working age and the relative small size of the elderly 
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population, the burden of economic dependency declines and the 
potential for saving increases, thus providing a one-time demographic 
window of development opportunity. The idea of this window of 
opportunity is simple: with high rates of labour growth, the turnover 
in the aggregate supply of labour is faster in this stage of transition. 
Accordingly its quality, whether good or bad, could be changed at a 
fast rate. However, the positive opportunity is only a potential. It all 
depends on whether the potential for saving, generated by changes 
in the age structure, has been channelled into productive and equitable 
investment in human capital, enhancing labour demand, and the 
presence of appropriate social reform among others. This window of 
opportunity could be as negative as it could be positive. For example, 
the decline of fertility may not be separated from the low equilibrium 
trap, with no significant improvement in the quality of education. 
And as evident, the relative abundance of the labour component of 
this opportunity has been witnessed in many of the developing 
countries for some time including Islamic countries but has been 
squandered through limited human capital accumulation and the 
prevalence of unemployment and underemployment. The result is 
the emergence of poverty on a large scale. 

One thing is certain in this transitional environment. The supply 
of labour will more than double in almost all Islamic countries in the 
next three decades. This built-in growth presents a double-edged 
challenge: how to produce, in the face of high rates of labour force 
growth, the quality of human resources that is internationally 
competitive and which can also be engaged productively in local and 
global labour markets? This prospect requires a sizable social 
investment in quality education, health and infrastructure. It also 
implies increased competition in the allocation of scarce resources. 
Who and how many will be left out in the distribution of acquired 
capabilities and of productive opportunities depends to a large extent 
on the development strategies adopted, especially their effectiveness 
and egalitarian content. Roemer (1999), for example, singles out 
equality of opportunity in wage-earning capacity as the most 
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important strategy for poverty-reduction policies. As he defined it: 
“equalizing opportunities for wage-carning capacity across citizens 
in a society means using social policy (educational policy but other 
policies, as well) to compensate individuals for the disadvantage 
inherited in their circumstances” (ibid.: emphasis added). However, 
to implement such policies requires political will, favourable polities, 
long-term commitment and the presence of a supportive ethical 
system, some of which are in short supply. 

Our brief review of the opportunities and constraints set by the 
demographic window of opportunity in Islamic countries indicates 
the potential for sustained growth that could lead to a sustained 
reduction in poverty, if the right policy environment prevails, The 
potential saving from a pure demographic structure could be 
channelled towards equitable human capital formation with an 
internationally competitive quality, Countries in East Asia including 
some Islamic countries, Malaysia and to a lesser degree Indonesia 
have been able to follow the path towards sustainable development 
and reduced poverty. There are trade-offs however, between growth, 
distribution and poverty as illustrated by recent economic modelling 
that include political factors in their specifications [cf. Rodrik (1998)]. 
Some provide enlightened policy recommendations. For example, in 
a recent study of poverty in the Arab world and the role of inequity 
and growth, Ali and Elbadawi (1999) used a simple dynamic model 
of poverty, growth, and distribution to explain the observed experience 
of selected developing countries located in four regions; the Arab 
region including six Arab countries, Sub-Saharan Africa (SSA), Asia 
and Latin America (LA). The mode! allows an investigation into which 
countries would require an acceleration of growth, redistributive 
measures, or both in order to achieve a sustained reduction in poverty. 
The findings reproduced in Figure 2.1 are illustrative of how poverty 
responds to changes in growth and distribution during the 1975-1996 
period of analysis. For the six Arab countries, although the rate of 
economic growth was relatively high at 3.3 percent, poverty increased 
by 1.3 percent mainly as a result of the predicted high rate of growth 
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in inequality, at 4.4 percent. For Sub-Saharan Africa, the predicted 
growth in poverty was positive, mainly a result of worsening 
inequality, and where economic growth had no effect in reducing 
poverty since its average was zero during the period. The experience 
of Latin America was similar to that of the African countries, low 
growth and worsening inequality that generated a high rate of growth 
in poverty. On the other hand, there was a significant decline in 
poverty in the Asian sample (China, India, Malaysia, Pakistan, 
Philippines, Sri Lanka). The increase in inequality was sizeable but 
was more than compensated for by a large growth effect that 
dominated the negative distributional effect, However, the findings 
indicate that group averages do not reflect the behaviour of individual 
countries, There are significant differences in the behaviour of 
countries within the four groups. 

Policies for poverty alleviation should not be based on the 
average of group behaviour. It is true that models that stand the 
empirical test provide for a better overall understanding of linkages. 
But to alter these behavioural linkages, a better understanding of 
the contextual setting is required. Inequality may or may not lead 
to conflict and increase the incidence of poverty, Outcomes depend 
to a large extent on the political system, the presence of efficient 
and adaptive institutions, the initial levels and depth of deprivation, 
the extent of social stratification, and growth prospects. Even the 
pivotal role of growth in reducing poverty may be inhibited 
depending on the structures of these socio-political parameters. The 
recent introduction of some of these parameters, although crudely 
measured, in modelling poverty based on cross-country analysis is 
a step forward in elucidating the dynamics of poverty. The effects 
of these socio-political factors have been shown to be statistically 
significant in many studies. However, the interpretation of these 
findings for policy formulation proved to be difficult and 
controversial [ef, Squire (1999)]. 
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Figure 2.1: Dynamics of Poverty in Four Regions (Predicted 
annual average change in poverty for 1975-96) 
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Source: Based on Figure 4.2, in Ali and Elbadawi (1999). 
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Developing countries in general, including most Islamic countries, 
are in the midst of basic economic-demographic transformation that 
presents potentialities and challenges. Potentialities are represented 
by examples of countries that were able to moye into a sustainable 
development path that significantly reduced the incidence of poverty. 
In most cases, this has been achieved by strengthening the 
determinants of long-term growth, mainly egalitarian quality 
education, efficient institutions, and the adoption of the Rule of Law 
and Isonomy in governance. The absence of these structural 
conditions, leads to lower growth, the higher incidence of poverty, 
and the erosion of progressive ethical systems [Sirageldin (2000)], 
Poverty-alleviation policies should be viewed in this dynamic context 
of interaction between growth prospects and progressive values, 

Such a perspective is not unique to the analysis of poverty. In my 
view, the failure of the UN decade of development (1960s) that viewed 
shortage of capital as the main constraint to development, or more 
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recently, the difficulties encountered by oil economies to achieve 
sustainable development although having no capital constraints is 
largely a result of overlooking the negative externalities associated 
with the style of their development strategies [for a discussion of the 
oil economies see al-Ebraheem and Sirageldin (2000)). It is instructive 
to reflect briefly on the development paradigms of the 1960s, There 
is a parallel between that experience, its impact on the path of 
development of the then less developed countries, and current attempts 
at poverty alleviation. The parallel is striking, especially in the 
patterns of its negative externalities, Both seem to view the problem 
at hand as a transfer problem, with no critical assessment of the impact 
of such an approach on individual motivation, social values, or 
governance. Although with good intentions, the development 
outcomes of the 1960s development decade were not necessarily 
positive. The problems with development strategies and efforts of 
that era were well articulated by the late Harry Johnson [Johnson 
(1965), pp.68-100}. 

Briefly stated, capital accumulation was viewed as the crux of the 
development problem. This view was supported by three major 
sources. These are the intellectual tradition of English classical 
economics, a misreading of the Soviet experience with economic 
planning, and the attempt to bias the analysis of the causes of 
underdevelopment towards explanations that do not infringe on human 
self-respect. In this respect, lack of capital, as an explanation of 
poverty implies no slur on human dignity while lack of application 
and ingenuity, especially when associated with increased training 
and human capital formation, tends to increase such a slur. It took 
more than a decade of experience with development problems to 
discover that development is not a simple matter of generating enough 
capital investment. It is a far more complex problem of generating 
the human skills and knowledge required for working with and 
managing the capital and adapting to new technologies and 
innovations, and this in turn requires a transformation of the 
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economic, social, legal, and cultural environment. Without such 
transformation, negative developmental patterns emerged. These 
ranged from substituting productive investments by unproductive 
spending on trappings and symbols — large armies, impressive and 
costly public buildings and monuments, the evolution of double 
standards in national and international relations, and the inhibition 
of self-reliance, All lead to the failure of the development decade for 
most developing countries. It is easy to see the parallel with the 
evolution of poverty reduction strategies by substituting poverty for 
development in the above discussion. We now turn to a review of 
current efforts at poverty alleviation, their challenges and their 
adherence to the Islamic ethical system in an attempt to rank poverty- 
reduction strategies. 


4. VALUES, POLICIES, AND THE ISLAMIC 
ETHICAL SYSTEM 


In the previous discussion we focused on the multidimensional 
and dynamic nature of poverty. Poverty is viewed as part of the larger 
socio-economic and political system, In this perspective, it is possible 
for poverty-reduction policies, if not adequately designed, to produce 
sizable negative externalities that, after working themselves into the 
system, dominate the positive impact of policies and produce a net 
social loss. In this Section we elaborate on this proposition, We focus 
our discussion on what we label as investment poverty-reduction 
policies. These are policies whose outcomes are expected to increase 
production and productivity for present and future generations, Other 
policies, based on transfers, designed mainly to increase the current 
consumption of people who are poor and lack the capacity to produce, 
are not examined in the present analysis, although the successful 
implementation of such policies is expected to increase total social 
welfare. This is the case, since the obligation to support this group of 
the poor concurs with universal ethical values and should be 
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considered a private and public duty in any civilised society. On the 
other hand, the success of the former type of policies should lead to 
a reduction in the burden of taking care of the latter group. 
Furthermore, there are two main types of poverty: transitory and 
chronic, that require elaboration. 

Transitory poverty arises as a result of temporary loss of job or 
own business, a bad harvest, or voluntary migration seeking better 
economic conditions, People with temporary layoff, accidental bad 
harvests, or migrants may expect to live temporarily in poor 
conditions but expect their situation to improve. The same is true 
for people who sacrifice present consumption to invest in additional 
education and training, This pattern of life-cycle dynamics 
characterises a vibrant and dynamic society. However, it is possible 
that expectations do not materialise, a consequence of lack of access 
to credit or constrained mobility, As a result, the depletion of 
physical or human capital assets goes beyond the potential for their 
replacement while the negative effects are being transmitted to 
future generations with negative consequences to health and 
education status, These are social consequences since they inhibit 
the full development of children and other members of society, In 
such circumstances, people are considered to move from transitory 
to chronic poverty status that increases economic vulnerability and 
could lead to famine situations. The acceleration in such movements 
is a signal for increased socio-economic difficulties, Chronic 
poverty relates to those who are poor because they do not have the 
means to get out of poverty either because of environmental 
conditions, involuntary migration, financial, health, or social 
mobility constraints, This latter group represents the core of poverty 
analysis discussed earlier and raises fundamental challenges to the 
development of strategies and policies for poverty reduction 
especially when dealing with the intergenerational transmission of 
poverty, poor families or households with large family size. 
Unfortunately, as mentioned earlier, data on poverty are not designed 
to present these fundamental dynamics. 
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4.1 Broad Strategies for Poverty Reduction 


The previous analysis indicates that poverty is a result of diverse 
factors and suggests three broad strategies for its reduction: growth, 
distribution, and the development of socio-political institutions and 
arrangements dealing with the poor, These broad strategies, although 
interrelated, could have different impacts in the long-term and in the 
immediate and short-terms, on the sustainable reduction of chronic, 
transitory and other types of poverty. They should be examined as a 
coordinated package and viewed as essential elements of an overall 
development strategy. We feel however, that effective growth 
Strategies with a built-in equitable opportunity mechanism should 
serve as the foundation for sustainable poverty-reduction policies. 
As discussed below, these proposed strategies are in harmony with 
the Islamic ethical system outlined earlier. 

The presence of poverty on a large scale is associated with lack of 
development. This fact is evident from reading through the United 
Nations Human Development Reports. As indicated earlier, countries 
that were able to achieve a sustainable reduction in poverty are those 
that achieved sustained levels of economic growth and development. 
Notable examples are Korea, Malaysia, and Singapore among others 
in which poverty has been reduced to below 15 percent. Indeed, 
poverty continues to exist in all high growth and industrialised 
countries. But because of the relative low levels of poverty combined 
with the presence of high incomes, a favourable demographic 
environment, and effective institutions, policies to reduce poverty 
are relatively less costly and more effective. Growth strategies are 
long-term processes by nature. To be successful, growth strategies 
focus on enhancing the long-term determinants of economic growth: 
quality education, health and other determinants of human 
capabilities, productive investment, efficient market behaviour, and 
the development of democratic practice and the Rule of Law. 

The poverty-reduction component is embedded in this framework 
as long as it adopts egalitarian policies for the development of human 
capabilities and the distribution of opportunities, It is this part of the 
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growth strategy that is essential for sustainable poverty reduction. 
Equitable investment in education and its quality especially at the 
basic level for all members of the young cohorts is a necessary 
condition if countries are to escape the vicious circle of poverty. 
Sufficient conditions are the promotion of an environment for healthy 
competition, productive opportunities, and fair governance. But the 
development of such an environment requires consistent moral 
guidance. It is well known in recent psychological research that moral 
development and identity is fostered by multiple social influences 
that guide a person from early childhood in the same direction. Thus, 
while parents, the education system, and the immediate community 
provide the basis for industry and independent thinking in the 
formative years, it is transparency in government, isonomy in the 
Rule of Law, and other democratic practices and institutions that 
provide the needed support and reinforcement beyond these formative 
years. The transformation of the next generation into a productive, 
committed, and internationally competitive force, essential for the 
development of a healthy society and its survival in the present global 
environment is nothing short of a true revolution for most developing 
countries, It is this vision of ‘development with productive equity’ 
that I believe is the essence of a poverty-reduction strategy based on 
the Islamic ethical system. In this context, not only the prevailing 
growth strategy, but also all distributional strategies should be 
designed, monitored, and evaluated according to these principles. 


4.2 Strategies and the Islamic Ethical System 


The four basic tenents of the Islamic ethical system mentioned at 
the beginning of this paper indicate that Islam views society as a 
unified entity, a general equilibrium approach to development. It also 
provides for an adaptive approach to policy formulation depending 
on the changing technological and knowledge environment. There is 
freedom to develop details based on the basic concept of ‘equilibrating 
forces’ within and across generations. Furthermore, there is no forcing 
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of action. Individual freedom and human dignity is supreme although 
subject to the axiom of responsibility. This implies that decision 
makers, given the right to acquire capabilities and opportunities, make 
their own allocation decisions and bear the consequences. Society is 
committed to provide the necessary environment for equitable access 
to capabilities and opportunities as well as transparency in 
government. The burden of utilisation is on the individuals. 
Furthermore, there is a social aspect of every asset owned or managed 
by private or public entities. The implication is that excessive 
consumption of present versus future generations is not encouraged 
and should be socially resisted. The combination of these axioms 
indicates that policies should not develop ‘dependency’ or non- 
productive activities. The poor should not be institutionalised over 
their life span or across generations. Policies based on transfers that 
do not shift the poor from their dependency status should not be 
adopted except in cases where such a shift is not feasible. The ethical 
foundation of this analysis is similar to that embedded in the principles 
of Islamic finance that prohibit payment or receipt on borrowed funds 
that do not allow a just partitioning of risk and return, in so far as it 
does not allow for a ‘permanent’ mechanism of risk transfer, 
Islamic ethics also rely on individual and private action to reduce 
poverty. The most obvious is the institution of zakah. Zakah 
institutionalises the principle of care on the individual and community 
level, essential for the cohesiveness of Islamic communities. Policies 
that promote equitable growth, discussed above, have the same 
principle. It is part of the overall Islamic Bill of Rights and Obligations. 


§. CONCLUDING REMARKS 


In this paper, we have focused on the challenges of eliminating 
poverty in developing societies. We highlighted the difficulties of 
conceptualisation and measurement, essential for developing and 
monitoring policies. Poverty is a consequence of lack of growth and 
inequality. We focused on the growth component since it is essential 
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for providing the opportunities for those in poverty. Equality is 
necessary but should be viewed in the context of a long-term equal 
development of capabilities and access to opportunities. This view, 
we reasoned, is in accordance with the Islamic ethical system where 
the dignity of human beings is not based on dependency. 
Furthermore, there is a pivotal role for individual commitment to 
contribute to poverty alleviation. This is done through the institution 
of zakah that should be viewed as a complement to social 
commitment. In summary, Islamic ethics support a poverty- 
alleviation strategy that is based on the principle of promoting 
economic growth with productive equity. 
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1. INTRODUCTION 


he closely related problems of abject poverty and income 
inequalities have been the focus of debate at all times and on 
every intellectual and political forum. Any programme that bypasses 
the twin issues cannot be considered as a plan for economic 
development, The socio-economic system of Islam suggests a 
permanent solution to eradicate the evils. On the one hand, it strictly 
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prohibits all forms of exploitation (with the institution of interest at 
the top); and on the other hand, it devises concrete measures to ensure 
the flow of resources from the rich to the poor members of society. 
Abolition of interest and enforcement of zakah are considered to be 
the hallmarks of public policies in an Islamic state. 

The contemporary Muslim world faces a number of socio- 
economic problems and Pakistan is no exception. Phenomena like 
mass poverty and income inequalities, fiscal deficits and large stacks 
of debt have deformed its image. The nation embarked (imperfectly) 
upon socialist and capitalist models, from time to time with changing 
perspectives, Every experiment terminated with new issues and 
further grievances for the masses. A genuine mode! that is compatible 
with the ideology of Pakistan and supported by public demands, 
remains to be tested. It requires a restructuring of the prevailing set- 
up according to Islamic principles. The term ‘Islamisation’ is used 
to symbolise the steps taken in that direction, 

There scems no scope for econometric investigation to verify 
the validity of claims put forward in favour of Islamic economic 
planning since a fully-fledged working model is missing from the 
real world economies. Fortunately, the computable general 
equilibrium (CGE) framework can be utilised as a genuine 
alternative to highlight the impact of policy reforms oriented towards 
the replacement of debt-finance by equity-finance in business 
transactions and the enforcement of zakah as the instrument of 
redistribution. An attempt has been made on these lines that provides 
empirical support to Islamic economic theorising. The model is 
designed to study the implications of an Islamisation programme 
for the economy in terms of various indicators. The paper focuses 
on the impact of the concerned parametric changes on poverty and 
inequalities. 

A computable general equilibrium (CGE) model is employed to 
represent the economy of Pakistan as depicted by the data for the 
fiscal year 1989-90, chosen as the base. The model employs two 
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primary factors, labour and capital, The supply side consists of 
commodity producing sectors including public services and 
transactions with the rest of the world. The demand side comprises 
households, the government and investment sector. The data is derived 
from official sources. Parameters of the model are obtained partly 
from the available literature and partly through calibration, The data 
is fitted to the model and the first simulation, which replicates the 
base year data, and provides the benchmark for subsequent analyses, 

Four perspective plans are designed to facilitate comparison among 
the estimates projected in the future; namely: maintaining the status 
quo, the introduction of zakah only, the replacement of interest by 
profit-sharing, and a full-scale Islamisation plan that admits zakah 
and profit-sharing simultaneously. The rest of the institutions and 
structures of the base year have to remain intact. It is shown that a 
full-scale Islamisation plan ensures the best results within a moderate 
span of time as compared to maintaining the existing set-up or going 
through imperfect experimentations in the desired direction. The 
paper establishes the viability of full scale Islamisation of the 
economy on efficiency and equity grounds. 

A brief review of the relevant literature is given in the following 
section. The next two sections deal with model specification, data 
and parameters. The main results are discussed thereafter. The final 
section is reserved for conclusions. 


2. REVIEW OF LITERATURE 


The present study focuses on the implications of policy changes 
relevant to Islamisation for the economy in general and for income 
distribution and poverty in particular, The available literature in the 
areas concerned mainly focuses on establishing the poverty lines, 
estimating the incidence of poverty and projecting the profile of 
income inequalities in Pakistan. The studies containing programmes 
for reducing inequalities and/or eliminating poverty are quite scarce. 
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The following is a brief account of the available literature dealing 
with these issues. 


2.1 The Incidence of Poverty and the Degree of Inequalities 


The extent of poverty and the degree of inequalities in personal 
distribution of income has been a live topic of debate on socio-political 
forums, particularly in the underdeveloped world, Economists are 
concerned with the estimation of poverty lines and inequality 
coefficients so as to verify the effectiveness of public policies 
concerned with development planning. A number of studies have been 
conducted in the area using Pakistani data, We briefly discuss two 
studies conducted recently that are relevant for our purpose. Both, in 
turn, have summarised the results of important studies conducted 
earlier on the subject. 

1. Nasim et al. (1995): In this study, poverty lines are estimated 
using grouped data from the Household Income and Expenditure 
Survey (HIES) 1984-85, 1987-88 and 1990-91, The study adopts 
Foster, Greer and Thorbecke (1984) measures based on an estimated 
caloric expenditure function: C = a + b log E + u, where C denotes 
the caloric intake per adult equivalent and E is monthly consumption 
expenditure per adult equivalent, The assumed cut-off point is 2550 
calories per adult equivalent as established in Khan and Khan 
(1985).' The document shows poverty lines for 1984-85 [estimated 
by Ercelawn (1990)] and for 1987-88 and 1990-91 by the authors. 
The following extract from a table shows the income required to 
maintain the minimum nutritional requirements of the household 
concerned for overall Pakistan. The figures are expressed in rupees 
per month; 


‘ The estimates of calorie requirements by Khan and Khan (1985) are based on 
micronutrient data information, published by the Planning and Development 
Division, Government of Pakistan (1980). 
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Peradult Percapita Per adult Per capita Per adult’ Per capita 


Rs.185.00 Rs.150.00 — Rs.244.11 Rs.190.47 — Rs.320.42 Rs.256,33 


2. Jafri and Khattak (1995): This study adopted the basic needs 
approach to estimate the poverty lines based on HIES data for 1990- 
91. This includes the cost of minimum expenditure on clothing, 
housing, health, education, transport, socialisation, recreation etc., 
besides food, So far as the cost of nutrition is concerned, it considers 
the minimum requirement of 2550 calories intake per adult per day, 
which is equivalent to 2354 calories per capita in Pakistan,” 

Table 3.3 of the study shows per capita per month expenditure of 
an average household for rural and urban areas in Pakistan just 
sufficient to fulfil the minimum requirements. Assuming a share of 
32 percent of urban and 68 percent of rural in the total population, 
the estimated poverty lines for different years are as follows: 


1985-86 1986-87 1987-88 1990-91 
Rs.203.30 Rs.224.30 Rs.234.40 Rs.323.00 


2.2 Empirical Models with the Zakah System 


The institution of zakah is regarded as the backbone of fiscal policy 
in an Islamic state. Although the institution does exist in Muslim 
societies, however, a mechanism for its collection and disbursement 
at the state level is missing in most Muslim countries, Therefore, 
empirical studies for real economies are rare as well as limited in 
scope and coverage. The following are a few examples that 
incorporate zak@h in the system and evaluate its effects. 


? The authors refer to the FAO/WHO (1985) report of a joint expert committee, 
Geneva, entitled: “Energy and Protein Requirements”. 
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1. M. Fahim Khan (1986): this model is designed with the 
objective of testing the contention that the level of saving will be 
lower in an Islamic framework than if the same economy operates 
on a non-Islamic basis. Two arguments are offered to nullify this 
hypothesis — that aggregate consumption level under the Islamic 
premise will be lower than that of an un-Islamic premise, and even if 
there is any chance of a short-run decline in the aggregate savings 
due to enforcement of zakah, this adverse effect will soon be wiped 
out and the long-run savings as well as the growth rate will be higher. 
Intuitively, these arguments follow from the income distribution 
effects of zakadh, which causes the poor sections of society to enter 
ultimately into the group of savers as their living conditions improve. 

The model incorporates infaq' in the consumption behaviour of 
Muslim households and derives the macro consumption function for 
an Islamic economy. A simple macroeconomic model is formulated 
to trace the effects of zakdh on savings, growth and income 
distribution. The model is then used to study different cases under 
different behavioural assumptions through numerical forecasts. The 
results are then compared with the case of secular consumption 
function and it is shown that an Islamic model with zakdh and/or 
other virtues shows better results. 

2. Shirazi et al. (1994): this study aims at estimating the effects 
of infdq on poverty alleviation using data from HIES 1987-89 at a 
disaggregate level. The study uses different estimates of the extent 
of poverty and relies on at least three measures for its incidence, 
namely: the Head Count, the Poverty Gap and the Foster-Greer- 
Thorbecke, FGT, (1984) measure. The expenditure-based measure 
is converted into income-based measure through a log-linear function, 
The methodology is simple; the incidence of poverty is calculated 


’ Spending money and commodities to help the poor and destitute as also in other 
avenues with the sole objective of gaining Allah's favour is called infag, It is a wider 
concept and includes both compulsory spending as well as voluntary contributions, 
Zakah, being compulsory, is a component of infag. 
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through the percentage changes in poverty measures with and without 
infaq. The impact of other qualitative variables (like the household 
size, education level of the head of family and the number of earners 
in the family) on the incidence of poverty is also studied, This study 
was followed by a more elaborate study [Shirazi (1996)| that evaluated 
the performance of zakdh and ‘ushr system in Pakistan using recent 
data. 


2.3 General Equilibrium Modelling Practice in Pakistan 


The earlier work focused at construction of the input-output tables 
for the economy [PIDE* (1976-77)}, Social Accounting Matrix (SAM) 
{Cohen and Havinga et al. (1985)], and inter-industry relations in 
Pakistan [S. Aftab Ali (1985)]. The 1984-85 SAM and input-output 
tables were developed at the Federal Bureau of Statistics (FBS), 
Islamabad in collaboration with the Netherlands government and 
published in 1993. We find only two CGE models dealing with the 
Pakistani economy. 

1. AERC (1994) Model:* The model is constructed to evaluate 
the impact of budgetary reforms advised by the IMF on economic 
growth, environmental quality, industrial structure and land 
improvement. These reforms are often referred to as the Structural 
Adjustment Programme (SAP). Foreign assistance from 
international agencies to Pakistan is now tied to the implementation 
of the programme in letter and spirit. AERC (1994) is in fact a 
three-piece model. The first is a highly aggregated macro growth 
model to predict the long-run effects of the reforms on economic 
growth and environmental quality, The second piece consists of a 


* Pakistan Institute of Development Economics, Islamabad. 

* Developed in 1994 at the Applied Economics Research Centre, Karachi University 
in collaboration with the Harvard Institute for International Development, Cambridge, 
MA, under the title: Economic Reforms and the Environment in Pakistan, AERC, 
Research Report No. 102, October 21, 1994. 
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short-run CGE model that is of some relevance to our work. The 
third part is an extended form of the Indus Basin Plan (revised) 
model originally developed by the World Bank in 1963. This linear 
programming model has been used to study the impact of the 
reforms on cropping patterns, ground water balance, salinity and 
agricultural produce in the irrigated areas of Punjab and Sind. The 
results of all the three models are then integrated and conclusions 
derived, 

The CGE sub-model of AERC is based on 1984-85 SAM of the 
FBS to incorporate eight production sectors, two factors and four 
institutions. The model is used to examine the impact of changes in 
tariffs, direct taxes, budget deficits, exchange rates, and different 
policy mix plans as required by SAP. The model is claimed to be 
internally consistent. However, it lacks dynamic qualities and shows 
no response to population growth or capital accumulation over time. 

2. Shafique Dhanani (1988): this is a SAM based CGE model 
and uses the PIDE 1975-76 input-output tables and CMI (Census of 
Manufacturing Industries) for 1983-84 to compile a SAM for use in 
the analysis. It consists of nine production sectors, four household 
groups and nine consumer goods incorporated in the institutional 
accounts. The production and consumption behaviours are specified 
with CES and LES functions respectively. There is no explicit role 
for the government. The model is built for static analysis to see the 
multiplier effects of various fiscal policies. 


3. MODEL SPECIFICATION 


A dynamic version of computable general equilibrium model is 
specified, with all the neoclassical assumptions intact. The parameters 
of the model are selected such that the model replicates the observed 
data on the relevant variables for the base year, We mainly draw upon 
Serra-Puche (1979), Hassan Imam (1983) and BFSW (1985) models. 
However, we do not follow these models very strictly, We deviate 


54 


Poverty Elimination in an Islamic Perspective 


where necessary, both in specification and methodology with due 
rationalisation.” 


3.1 Production Relations 


The supply side of the economy consists of ‘n’ commodity 
producing sectors. The production function for a typical firm in sector 
j, may be given by; 


Q = min ( A, VA, ), where j=1,2,...,n (1) 


It states that the output Q by the sector concerned bears a fixed 
relationship with the inputs, raw material and factor services, needed 
in the transformation process, As such the requirements of inputs 
per unit output may be written in the condensed form: 


4, = min( XJ/Q, VA/Q) = min [ a. vk) ] (2) 


The first argument A., denotes a column vector of intermediate 
input X’s, required in fixed proportions for the total output. The 
minimum quantity of an input from the ‘ith’ industry required per 
unit output of the ‘jth’ industry is denoted by a,=X,/Q., It occupies a 
unique position in the Technical Coefficient Matrix [A], which is a 
square matrix of order (nx n), with rows depicting the transactions 
from the sector of origin *i’ and the columns indicating the demand 
by the sector of destination *j’. The Activity Analysis Matrix, given 
by [I - A], is derived from the technical coefficient matrix. The 
elements along the principal diagonal indicate the net output of the 
sector concerned and the off-diagonal elements with negative signs 
indicate the inputs. The inverse of this matrix, often called the Leontief 
Inverse, is useful in deriving the activity levels by considering the 
final demand for output of the sectors concerned: 


* The detailed version of the model may be provided to interested readers on request. 
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Q =[1-A}" FX, (3) 


The second argument in the production function represents the 
value added relationships of the primary inputs, capital and labour 
services, with output. The proportion of value added in the total output 
remains constant, although the factor services are the variable on 
account of substitution possibilities and the variable prices of factors. 
Thus the coefficient v=VA/Q, remains constant like a, . 

The value added in a particular firm/sector may be represented 
by various technologies depending on the availability of data on 
elasticity parameters. In most cases either a CES or a Cobb-Douglas 
function is used for their desirable properties, The sector concerned 
hires the services of capital and labour factors, owned by the 
households, from the market. A typical firm within the sector 
concerned may be assumed to be price taker and cost minimiser 
subject to a given level of output so as to meet the market demands. 
The constrained optimisation problem may be stated as: 


Minimise C, =P, K, + P, L,; subject to VA\= P(Kj,L,) (4) 
where j = 1,2.......,n; and P,, P,, stand for rental prices of capital and 


labour. 


This behaviour leads to factor demands per unit of value added. 
The derived factor demands depend on the market prices and the 
solution algorithm finds these values under competitive conditions. 


L=f(P,) and k=f(P,) (5 a,b) 


3,2 Consumption Behaviours 


The households derive their income by selling the services of 
labour and capital factors to ultimate users against remunerations 
determined by market forces. A fraction of the income may be saved 
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for future needs and the rest may be allocated to current consumption. 
This behaviour leads to demand for commodities meant for 
consumption and/or investment. Therefore, the behaviour of 
households may be studied in two stages. 


3.2.1 Inter-temporal Decision-making 


In the first stage of decision-making, a typical household is 
supposed to allocate its disposable income between present and future 
consumption. The part of income invested in the current period is 
expected to generate income over time that will finance part of its 
consumption in the future. Therefore, C, represents the stream of 
future consumption [see Laviatan (1966)]. 


C, = HCC, Cyrene, ) (6) 


It is customary to use the rate of return on savings, given by ‘r’, 
as proxy for the rate of time preference of the consumer to discount 
future receipts. The present real value of the stream of future 
consumption can be denoted as: 


eel ee ee (7a) 
(er) (l+r/ (try 
1 

PiCe=O dC where 9-day (7b) 


As such, the value of savings/investment equals the value of the 
present worth of future consumption at the margin: 


PS, = PI, =P,C, (8) 
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The household may be assumed to make “myopic expectations’ 
about the future, having an infinite time horizon. Thus: 


P, = W/A( +r)! (9) 


It can be seen that P, tends to I/ras t tends to infinity. The symbols 
P. and P, used in the above relations for the price indices of the 
composite commodities meant for consumption and investment 
respectively, need to be identified for the current period. 

Keeping in view the above discussion, the optimisation problem 
of a typical household (h) may be stated as under: 


Max.U,=U[C,,S,], st. P,C,+PS,=Y¢ (10) 


where Y° is the disposable income and C, S, denote composite 
commodities for consumption and saving respectively. The inter- 
temporal preferences of the households may be specified in terms 
of CES/LES functions in which the elasticities of substitution 
between current and future consumption play an important role, 
The resultant demand functions are obtained with incomes and 
prices of composite commodities as arguments. The nominal 
expenditure incurred on consumption and saving goods may be 
expressed in terms of PC, PS: 


Cul (Y* PP. Shi ok ek (11 a,b) 
The society may include a sizable proportion of households whose 
incomes might not be sufficient to finance even their present 
consumption needs. The behaviour of a typical poor household can 
be specified accordingly: 


Max. U, = {(C,-B,), S,] st. P.C,+PS, =¥* (10)* 
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where B, is a subset of C,, denoting the value of consumption goods 
necessary for sustenance. The said behaviour leads to the demand 
functions in the usual way which may also be expressed in terms of 
P.Z,= P.C,-P.B,. The term PZ, denotes the consumption level of 
the household over and above the basic needs, Y*-P_B, then shows 
the income available after fulfilling such needs, It is just possible 
that Y’-P B, is zero or negative for some poor sections of the society; 
and in case of strict inequality, the concerned household may be 
compelled to borrow to finance present consumption needs. 


3.2.2 Contemporaneous Consumption 

In the second stage of the two-nested structure, the household 
concerned is required to allocate further the fraction of income meant 
for current consumption among the commodities available to them 
at market prices. The optimisation problem may be written in 
condensed form as: 


Max. U,=U(X,.Xj..0X,), 8 PPX, =M=P.C, (12) 


me 


where P.C,=Y!- P'S, 


The sub-utility function U_ may assume specific forms; the Cobb- 
Douglas (CRS) being the most familiar. The resultant demand 
functions depend on the household's income and market prices. The 
composite price index P, for the households can be obtained by 
considering the expenditure function. The formal technique is to 
substitute the ordinary demand functions in the contemporaneous 
utility function, This gives the indirect utility function (V,) with 
income and prices as arguments. The Expenditure Function (E,) and 
the composite price index (P_) can be derived from this relation. 
Likewise, the composite price index for the saving/investment 
commodity is a weighted function of the market prices of various 
items acquired for the purpose. These commodities add to the stock 
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of fixed capital by the end of the accounting period, Consequently, 
the price index can easily be derived. 

It may be noted that the government provides ‘public goods’ to 
society free of direct user charge. As such these can be treated as 
exogenous arguments, and although consumers derive utility from 
these goods, they have not been explicitly included in the utility 
functions described above. 


3.2.3 Income Generation and Distribution 


Income is generated in the economy via the contribution of factors 
to the process of production. In nominal terms, it corresponds to the 
cost of production, The accrual of income to households or more 
correctly, personal distribution depends on the ownership rights 
enjoyed by the entities concerned as well as on the financial set-up 
which plays an important role. We discuss this aspect of the system 
in some detail. 


3.2.3.1 INCOME GENERATION 


Households are assumed to own capital and labour endowments. 
Labour endowments include all human efforts offered against wage, 
either fixed or imputed. The labour force may be assumed to grow 
over time at a constant exponential rate ‘n’. Capital endowments 
include all kinds of non-human assets. Endowments of land and other 
natural resources are assumed to be exogenously given. The 
production sector and governments hire the services of these factors 
at market rates. This mechanism gives rise to gross income of 
households: 


Y=C=P,K+P,L (13) 


It is assumed that the savings are transformed into investment 
goods valuing PJ, through the implicit intermediation of the banking 
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system and stock markets. Part of the current investment is consumed 
to replace the worn-out capital goods while the remaining is used to 
purchase new goods, which add to the stock of the fixed capital by 
the end of the accounting period, Each unit of capital good is expected 
to yield *8" units of capital services and each unit of these services 
bears a rental price P, on selling the same to the ultimate user.’ Thus, 
the value of services generated per unit of capital good is given by 
8P, and the total return on current saving/investment is given by 
8P\1,. The income so generated may be utilised to finance part of 
future consumption; the present value of which can be expressed 
using current prices: 


P.C, = (8P,1,), (14 a) 
Multiplying both sides by P, and rearranging the terms, we get: 


PI,8P,=PP,C,, or PI=((P,P)(8P))C,=P.C, (146) 
so that: P, =(P.P,)( 8P,) (14¢) 


The rate of return on investment can be readily calculated as under: 


Rate of return (absolute) rr =(8P1 (PI )=( 8P/P, (15 a) 
Rate of return (relative) 1%=(8P,)/(P_P.), 


(measured in units of consumption goods) (15 b) 


It can be seen that P, = (P.P)/(8P,.) =P. /r (from 14c and 15a) 


' The share of capital in nominal GDP is B=8PkK/VA which reflects the distribution 
aspects, The economy-wide capital-output ratio reflecting the production side is 
given by v=K/Q, where Q denotes the total output net of taxes. Then, the relation 
(Biv) *(VA/Q) indicates the number of units of services (8) produced by each unit of 
capital stock during the accounting period. Pk is assumed to be unity in the benchmark 
equilibrium. 
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3.2.3.2 INCOME DISTRIBUTION 


There may not be any severe problem in the distribution of wage 
income among households. However, the distribution of profits or 
net return to capital may not be strictly proportional to the household's 
share in capital stock and investment. This is because the existing 
financial system discriminates between the return on bonds and 
equities, as well as within equities in terms of ordinary and preferred 
shares, This needs some explanation. 

Households investing their savings through proprietorship, 
partnership or by the purchase of equities/stocks of business firms 
are entitled to the (ex-post) rate of return ‘r’, which is variable and 
determined by market forces. Alternatively, households investing in 
bonds or depositing their savings in banks are entitled to an 
exogenously given (ex-ante)-or fixed rate of return given by ‘r*’: 


r=(8P /P*or P*r*=8P, (15 ¢) 


where P.* is the acquisition price of the investment good from the 
purchaser's point of view, This is exogenously given due to the fixity 
of the rate of interest as compared to P., which is the price of 
investment composite determined by market forces. Put differently, 
the number of units of services per unit of capital stock in the fixed 
return system, given by *8*', may be different from the services 
actually generated in the market. 


Therefore, r* = (8*P./P. (15 d) 


In case r = r*, which is just a matter of chance, both bond and 
equity holders get the same return. On the other hand, if the market 
rate of return happens to be different from the fixed rate, then equity 
holders have either to bear a loss or are entitled to super normal 
profits. The excess value, is given by; 
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* XV = ((-r*)/r*} (P71) (16) 


We may define an ‘initial index of wealth’ for each household 
and assume that the aggregate wealth in society identically equals 
the value of physical assets/capital stock. For some poorer sections, 
this index may be zero or negative, thereby showing the outstanding 
debts they own. The excess value as discussed above, will be added 
to the indices of wealth of the business owners by the end of the 
accounting period. The value of capital stock or total wealth should, 
however, be distinguished from the value of services generated by 
the capital stock. All savings translated into investment during the 
current period should add to the stock of capital and simultaneously 
to the index of wealth by the end of the accounting period taking 
care for depreciation allowances. Thus, both the capital stock and 
wealth grow over time at the rate determined by the market forces 
that determine the flow of savings. 

The gross income of the household concerned then comprises 
wages and returns from capital assets (rents, rentals, royalties, 
interests and dividends). If the income tax rate is t,, the basic tax 
rebate is B, and the transfer paymenvreceipt is R, then the disposable 
income of a typical household, is given by; 


Y*=(1+,)(Y - B)=R (17) 


3.2.3.3 PuBLic REVENUES 


The government receives its share in the form of tax and non- 
tax revenues. Tax revenues include taxes on personal incomes and 
wealth/property, corporate profits and taxes on commodities. The 
non-tax revenues include the share in income from property and 
capital stock held by the government. Besides, the government may 
run deficits and create additional purchasing power to finance its 
expenditure. 
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Total tax revenue is given by: TR = IT + PT + ST (18a) 
Income tax (personal) r=.6, 0, (¥,- B) (18b) 
Corporate income tax PT =1, T, 8P\K, (18 c) 
Commodity tax ST =t. 1, P,FX,, j=1,2,....n (18d) 


where t, is the tax rate, Y, is the household income falling within 
group ‘h’ and haying a given population represented by ‘pop’, and 
“B’ is the basic exemption limit. Likewise t, is the profit tax, ‘8P.K’ 
is the operating surplus in the ‘ith’ incorporated industry, whereas t. 
is the commodity tax (sales, excise, customs) rate and ‘PFX," is the 
value of final demand for the output of the industry concerned. 


3.2.4 Alternative Specification for an Islamic Economy 


Financial transactions on the basis of a pre-determined and certain 
rate of interest, payable to the lender, with all the risk and uncertainty 
in business to be borne exclusively by the borrower, are strictly 
prohibited in an Islamic economy.* In technical terms, the system 
does not allow discrimination between rf and r* or equivalently 
between P and P.* shown above. The total profits accrued to the 
business are to be distributed among the partners in proportion to 
their investment. Of course, every partner is supposed to face the 
risk and uncertainty equally. This is termed as the profit and loss 
sharing mode of business or mushdrakah, Another mode of 
coordination in business permissible in the Shari‘ah, is the muddrabah 
or Principal-Agent contract. For the sake of manageability, however, 
we restrict ourselves to the equity-participation mode to substitute 
the debt-based financing mechanism in the model.’ 


* This prohibition can be equally rationalised by referring to the prevailing 

distribution mechanism in which ordinary savers, although contributing a sizable 

ahaa to the aggregate investment, are paid according to a minimal rate of 
interest whereas the owners of business appropriate most of the excess value. 

" Financial institutions may assume the shape of investment companies floating 

their equities in stock markets like other business companies. Alternatively, they 

may be allowed nominal service charges for their intermediation role. 
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The Islamic system of redistribution operates via the institution 
of zakah. It is admissible at a constant proportional rate to the stock 
of wealth held by well-to-do individuals by the end of every year, 
after allowing for an exemption limit called nisdb. The revenues so 
generated are distributed among the poor and destitute called 
mustahiqgin (deserving) according to their needs. This enhances the 
index of wealth of the poor class and entitles them to a higher level 
of income in the following periods. In the context of our model, we 
allow an instantaneous transfer of assets from rich to poor under this 
programme by the end of the accounting period. 

The prime objective of the present study is to evaluate the 
implications of the Islamisation programme in terms of economic 
indicators. The process involves certain fundamental changes in the 
system through appropriate public policies that lead to the elimination 
of interest from financial transactions and the enforcement of zakdah, 
To achieve this objective, we introduce the following parametric 
changes on the distribution side of the model. We keep the basic 
structure of the model (regarding the behaviours of consumers and 
producers) unchanged. 


1. Zakdah at a constant proportional rate of 2.5 percent, chargeable 
to the houschold’s financial wealth'’ over and above the 
exemption limit by the end of each accounting period, is 
incorporated in the model leading to transfer payments/ 
receipts among the individuals. 

2. The total return on capital given by A, =r K is distributed 
among shareholders in proportion to their respective shares 
such that A, = E,, where ‘i’ is the share of the ith household. 
The average rate of return to investment given by r= 8 P,/P., 
as determined by market forces, may vary over time. 


" Although zakah is chargeable to the value of all forms of wealth, both hidden and 
revealed, from the Shari'ah standpoint, we may, however, confine ourselves to 
revealed wealth or capital assets only for analysis in this model due to data constraints. 
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The proposed scheme is expected to leave the economy with a 
more equitable distribution of income, an enhanced rate of savings 
and investment and a higher growth of GDP in the long run, besides 
an improved allocation of resources reflected by the price indices 
and utility levels. 


Projection Scheme Future Scenarios 


Full Scale 
Islamic 
System 


Alternative Paths Equal Duration (10 years) 


4. DATA AND PARAMETERS 


General Equilibrium Models require comprehensive information on 
all aspects of the economy. The data should be disaggregated and 
consistent. Likewise, the researcher should know the values of all 
parameters of the model a priori. We discuss some of the important 
points," 


4.1 Data Considerations 


We have selected the fiscal year 1989-90 as the base due to the 
fact that the latest input-output tables are available for this year (in 


" ‘The information regarding data and parameters used in this study can be provided 
to interested readers on request. 


Poverty Elimination in an Islamic Perspective 


manuscript form). All the relevant information has been derived from 
published sources. The data has been modified and adjusted, where 
necessary, to ensure consistency. 

The supply side of the economy is aggregated into 18 commodity- 
producing sectors, out of which 17 sectors are domestic and the last 
sector is devoted to transactions across borders. The data on inter- 
industry transactions is taken from Input/Output tables and the value 
added information is derived from National Accounts, 

The household's information is derived from the HIES 1990-91, 
showing the allocation, distribution and sources of income. The 
households are aggregated into four groups according to their income 
and expenditure levels, namely low-income, lower-middle income, 
higher-middle income and high-income groups. 

The demand side comprises ten composite commodities meant 
for consumption and a single composite good meant for investment. 
All these final products originate from the agricultural, industrial 
and services sectors of the supply side. Both the industrial and 
household commodities are abridged through a transformation matrix. 


4.2 Parameter Estimates 


As stated above, the CGE models need full information on the 
parameters of the behavioural equations, In this context, the elasticity 
of substitution parameters, both in consumption and production, are 
crucial. Unfortunately, the information on this aspect is very scarce, 
particularly in underdeveloped countries. We have assumed CES 
specifications for the value added functions for sectors where the 
elasticity parameters were somehow available in the literature. In 
other cases, like agriculture and services, the Cobb-Douglas 
specifications have been used, 

The importance of the substitution parameter in the household's 
decision-making about present and future consumption increases 
considerably when the rate of return to savings becomes variable. 
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Therefore, we have considered the CES specifications to be 
appropriate for the inter-temporal utility functions of the households. 
However, this parameter depends further on the interest elasticity of 
savings as well as on the propensity to consume. We have derived 
the parameters concerned, following the approach of Hassan Imam 
(1983) and the BFSW model (1985). The contemporaneous utility 
functions of the households are represented by the Cobb-Douglas 
specification. The remaining parameters could be easily derived from 
the available information. 


5. THE IMPLICATIONS OF THE 
ISLAMISATION PROCESS 


Islamisation refers to the process of restructuring the socio- 
economic system prevailing in the Muslim societies according to 
Islamic injunctions. A series of reforms were initiated in Pakistan in 
the early 1980s in this direction. However, due to the inefficiency of 
administrative machinery and the inadequacy of relevant procedures, 
outcomes have failed to match the expectations of the people. This 
has created disappointment among the general masses. The claim 
that Islamisation can rescue the economy from the prevailing 
hardships sounds implausible to certain quarters that are sceptical 
about the viability of such a system. The present study attempts to 
clarify the point. It is directed at an appraisal of the ‘expected’ 
economic profile should the system switch over to Islamic norms. 
We adopted the CGE framework that fits the observed data for the 
year 1989-90 as a benchmark. We introduced the relevant parametric 
changes in the basic structure as discussed under the alternative 
specification, and analysed the long-run implications of the policies 
that comply with the Islamisation programme in terms of specific 
indicators. We considered the following four scenarios/plans for the 
purpose. The operation period for each is the same and the simulations 
for the first plan serve as the baseline for comparisons. 
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Maintaining the status quo, i.e. if the existing (base year 1989- 
90) policies and allocation and distribution mechanism 
operate as usual. 

Administering only zakah, as an instrument of redistribution 
among different sections of the society, while retaining all 
other institutions intact. 

Substituting only the interest-based mode of transactions by 
the profit-sharing scheme in saving-investment behaviour, 
while keeping all other things unaltered. 

Combining the above two options simultaneously in the 
models to study the consequences of full-scale ‘Islamic’ 
economic policies. 


5.1 Assumptions and Procedures 


The following assumptions/operating procedures have been 
maintained; 


4. 


The prevailing (base-year 1989-90) structure of taxation and 
fiscal arrangement remains intact during the plan period. 
Likewise there is no change in the institutional set-up 
concerning the behaviour of consumers, business and other 
agents during the plan. 

The long-run ratio of government consumption expenditure 
to GDP is assumed to be 0.13 (13 percent). 

The fiscal deficit is financed through bank borrowing every 
year and the trade deficit is supported through borrowing from 
the private sector, domestic and international. Surplus on the 
revenue account, if any, is diverted to finance part of the 
development expenditure. 

The long-run ratio of gross investment to domestic saving is 
1.45. As such the gap between planned investment and saving 
has somehow to be filled by the government. 
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The present is connected to the future through saving- 
investment behaviour that leads to capital formation, The 
distribution of return to investment among households has 
been made in proportion to the shares they own under 
alternative Plans 3 and 4. 

The effective labour force is assumed to grow at an 
exponential rate of 2.5 percent per annum, keeping in view 
the net growth rate of population and the rate of 
unemployment. However, the total number of households 
remains unchanged."* 

The poverty line assumed for the base year (Rs.21068/-) may 
not be stationary but moving over time with an average growth 
rate of 2 percent per annum keeping in view the growth of real 
GNP per capita during the past decade. Similarly, the basic 
exemption limit (Rs.30000/-) assumed for personal income 
taxation in the benchmark will grow at a rate of 0.5 percent. 
Zakdh, at a fixed proportional rate of 2.5 percent, is introduced 
in Plans 2 and 4. The levy is applicable to the gross wealth or 
capital assets owned by the households by the end of the 
accounting period. The exemption limit for cakah is assumed 
to be Rs, 15000, keeping in view the value of 77 grams of 
gold at 1989-90 prices. An arbitrarily fixed zakdh fund is 
introduced to initiate the programme, This will act as the basic 
reservoir for incoming and out-flowing revenues and keeps 
the entries concerned separate from the routine fiscal bill.'’ 


© As discussed carlier, our unit of address in all relevant considerations is the 


household (or its head) and not the individual, 

" Low-income households whose disposable incomes fall below the poverty line 
are assumed to be entitled to zakdh to the extent that their basic needs are fulfilled at 
the margin in each period. In other words, they are paid an amount equal to their 
current debt obligations every year. Similarly, households in the lower-middle income 
group may be paid cakdh equal to the difference between their financial aysets and 
the exemption limit for zakd/h with the intention that they become well-to-do (sdhib- 
al-nisdb) at the margin by the end of the accounting period. 
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9. Investment in the public sector is primarily meant for infra- 
structure and social sector development. Only 5 percent of 
the public sector investment is assumed to be directly 
productive in the sense that it generates revenues in the periods 
that follow, 

10, Government continues to honour its contractual obligations 
regarding domestic and international debt transactions. In 
simple words, it continues to pay interest at a rate of 12 percent 
on permanent domestic debt and at 3 percent on outstanding 
foreign debt.'* 


5.2 Comparative Dynamic Analysis 


The future position of the economy projected by the model under 
alternative scenarios is readily available in numerical terms. In all 
cases, the economy starts from the same point of reference (base 
year) and operates for the same duration (ten years). We briefly discuss 
the comparative position by the end year. 


5.2.1 Macroeconomic Performance 


The future screen of the economy in terms of key macro indicators 
under the alternative policy options can be presented as under Table 
3.1. The replacement of interest-based financing mechanism by profit- 
sharing schemes becomes operative from the very beginning of the 
initial year. All the figures are expressed in million rupees. The growth 
rates are shown in parentheses. 


“ This manipulation can be justified since the permanent domestic debt is in the 
nature of a dead-weight obligation with no real assets held in parallel that gencrate 
income to compensate the creditors via some profitv/loss-sharing arrangement, The 
same is the case with outstanding foreign debt. The existing interest-based mechanism 
for public transactions may continue to operate in compulsion till there is an 
allernative arrangement. 
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The results convey the message that the performance of the 
economy will be much improved in all the revised plans as compared 
to the status quo (Plan 1). In particular, the key macro indicators like 
private consumption, public consumption, GDP, value added (overall 
and sectorial), saving and investment, etc. perform better under Plan 
4, The comparative position is illustrated in Figure 3.1. 


Table 3.1: Macroeconomic Performance 


Private 648965. 60 1118499,57 1179053.72 114578747 | 1199772.80 
Consumption (0.0559) (0.615) (0.0559) (0.0607) 


; 1 
Pubic 1991841 240010.90 236067.22 | 261829.69 
consumption (0.0718) (0.0699) (0811) 


138226.50 43404526 55247024 
(01211) | (0.1484) 


290154.33 | 34900203 
(0.0858) (0.1027) 


AS8294.27 


(0.0685) 
7 
16S6760.01  1RIBAIS.SZ 


SHINT74, 5 
(0.1209) | (0.1510) 
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§.2,2 Welfare Implications 


Any parametric change due to public policy will alter the relative 
prices of commodities and, thereby, the relative position of the 
households when the economy returns to a new equilibrium, Some 
individuals may benefit while some others may be hurt. Different 
policies may, therefore, be compared in terms of their possible effects 
on the income levels, consumption patterns and utility gains of 
different households so as to assess their desirability from economic 
and social points of view, In this context, we compare the projected 
values obtained under the four plans and see the implications of the 
policies concerned, 


§.2.2.1 Errects ON INCOME 


The disposable incomes of the households belonging to various 
groups/classes show the following variations. The percentage 
deviation over the simulation period under each plan and for each 
group is also computed, All the figures are expressed in Rupees. It is 
noted once again that the base year values for Plans 1 and 2 are the 
same but slightly different from those given for Plans 3 and 4. 


Table 3.2: Effects on Household Income 


— 


| Group 1 Group 2 Group 3 Group 4 
i i ae 
a Buse year 1781 38356 69898 18259) 
Status quo End year | 208i! 45520 134219 624411 
% 18.372) | (18.677 Y t 
La Lindon we: MM Sade cate Bese Maki H 
Zakah only End year 28173 | 47423 131072 711626 
(% change) (60.247) | (23.639) (87.527) | (289.738) | 
> Wyre : 7” - 1 ema J 
Profit-sharing only | Base year 17821 40127 73619 177452 
End year 21310 48607 149970 579405 
| (5 change) (19.578) | (21.133) _ | (103.723) _| (226.513) | 
Full scale system | End year 28570 49449 143081 | 675148 | 
(% change), (60,316) | (23.480) (94.353) | (280.468) | 
La Baie v 4 Eee L J 
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It is evident from the above that the disposable incomes of all the 
household groups increase more than proportionately in the three 
alternative plans as compared to maintaining the status quo plan. 
Further, an increase in the income level of the poor and lower-middle 
income households during the alternative plan periods is easy to 
understand, but it is very interesting to note that the incomes of the 
higher-middle and the rich classes also increase over the period under 
the revised schemes (specifically Plans 2 and 4), despite the fact that 
zakah is deducted from their financial assets. This statistical proof 
invariably confirms the Qur’anic claim’ that prosperity will be the 
result of refraining from interest-based practices and promoting 
charities in society. We have already shown in the preceding sub- 
section that private saving and investment increases with the 
introduction of profit-sharing schemes in financial transactions and 
the enforcement of zakdh as an instrument of redistribution. These 
results categorically reject the apparent frustration of some quarters 
in this regard,'° 


§,2.2.2 ErreECTS ON CONSUMPTION 


The level of spending on general commodities may also be a fair 
candidate for the assessment of household welfare. The consumption 
expenditure of households changes following a change in public 
policies, The projected figures available by the end of the planning 
periods reveal the following picture. All the figures are expressed in 
Rupees per annum. 


'© Please refer to the Qur’ fin (2:276) which states that "Allah condemns ribd (interest) 
and flourishes sadaqit (charities, alms) and He doesn’t like thase who are ungrateful 
and wicked.” 

Please refer to the Qur’dn (2:268) which states that the Devil threatens you with 
poverty and ordains you to lewdness/obscenity, and (in contrast) Allah promises 
you forgiveness from Himself and bounty/prosperity (should you follow His 
commands). 
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Table 3,3: Effects on Household Consumption 


[Pian | Period” | Consumption Expenditure per Household 
L — 1 Group 2 + Group 3 | Groap ‘| 
Base year 21068 38115 $8335 108317 
Status quo End year 25178 45235 1 h249 370727 
(% change) (19,508) | (18,680) (92.078) | (242.261) 
t 2g Esp Ey | " 
Zakah only End year 25915 109452 422867 
(% change) (23.006) (87.626) (290,397) 
‘ * 
Base year 21068 61423 10s160 
Profit-sharing End year 25178 125152 343535 
| only (% change) — (19.508) | (21.134) | (108.754) (226.678) 
Full wale End year 26272 49237 119405 | 400395 
| system (% change) (24.701) | (23,481) (94.398) | (280,748) 
A - 


The increase in consumption of low-income households (Groups 
1 and 2) by the end of Plans 2 and 4 is easy to understand. A slight 
reduction in consumption level of the higher-middle income class 
(Group 3) by the end of Plan 2 as compared to Plan | reveals the 
fact that their financial assets reach a level where zakdh becomes 
admissible and eventually both their income and consumption levels 
fall. 

However, with introduction of the profit-sharing scheme, they 
are compensated and their position improves considerably as is 
evident from the results of Plans 3 and 4. Interestingly enough, the 
expenditure level of the high-income group improves in all the three 
revised cases as compared to the original case (status quo). Figure 
3.2 illustrates the comparative position, 
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In addition to the above, we may use a simple index composed of 
the real value of the household consumption as a rough measure of 
welfare to facilitate comparison among different policies, For this 
purpose, we may deflate the aggregate expenditures of the groups 
concerned for the end year of the relevant plan by the true cost of 
living indices (P,), to get the present value. The inter-plan comparison 
is shown below: 


Table 3.4: Household Consumption in Real Terms 


; T et a TER eT 
Plan Period End Consumption Expenditure of | Remarks 


370727 
360495 
Real value Rs.m | 171845 | 280201 283327 | 349876) Ref. point 


: 
+ 
: 
jquo | Aggregate Rs.m | 177160 | 288834 | 2923011 
; 


\Zakah Per household Rs, | 25918 | 47026 | 109452 
lonly | Aggregate Rs.m | 182346 | 300270 | 285243 
| Real value Rs.m | 171560 | 282575 | 268518 


387315 | 
| (change) * | -0.165 | 40.847 | -.227 +10.709 Over ref. 
| point 
i + J. Pe hs 
Profit -| Per household Rs. | 25178 | 48301 | 125152 | 343535 | 
| sharing) Aggregate Rs.m | 177160 | 398411 | 326158 | 343053 
. Real value Rs,m | 173931 | 302810 | 320264 | 
| (change) % +1214 | 48.069 | +13,037 | -3.705 | Over ref 
eee point 
Full | Pee household Rs. | 26272 | 49237 | 119405 | 400395 | 
scale | Aggregate Rs.m | 194857 | 314388 | 311181 | 389344 
system | Real value Rs.m | 179965 | 306100 | 303018 | 379225 
(change) % | 44.725 | 49.243 | 46.950 | 48.388 | Over ref 
) point | 


The above results are quite interesting. Poor households naturally 
gain from the introduction of a full scale Islamic distribution scheme. 
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The lower-middle income group is also much better off under this 
plan. The higher middle-income group loses a little under the second 
plan due to the enforcement of zakdh but gains much more under 
the third plan due to the eradication of the exploitative interest- 
based system. Another interesting feature to note is that the rich 
are hurt only by losing the privileged position they enjoy in the 
interest-based system and not by the payment of zakdh. This is 
evident from the results of Plans 3 and 4. Therefore the class 
concermed may try its best to maintain the status quo; in other words, 
it may resist any change that disturbs their status in society, 
However, such a reaction would be misleading. On close 
examination of the results, one can visualise the reality that this 
class, i.e. the rich would definitely reap the benefits of a full scale 
Islamic system along with the masses. 


§.2.2.3 EFreCts ON UTILITY LEVELS 


The most popular measures of welfare effects used in the literature 
are the Compensating and Equivalent Variations (due to Hicks). 
Households may benefit or lose due to price and income changes 
following a policy change. The present model projects all the 
necessary information in this regard under different policy options. 
The money metric utility, i.e. the indirect utility function expressed 
in nominal terms, and the true cost of living index are computed for 
the base and end years from which we calculate the equivalent 
variations for different household groups. The symbols P., V, and 
EV denote the true cost of living index in the base year, the indirect 
(money metric) utility and the equivalent variations respectively for 
the household groups concerned. The EVs for the household group 
concerned are calculated according to the relation: 


EV, =[ V,(end) - V, (base) } * P, (19) 
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The results of simulations for the four Plans are summarised 


Table 3.5; Effects on emt Levels 


24,47 pee ref. 
_} point 


6.1538) 6.6652 

6479.64 9215.46 
7994.24 19122.49 
9320.54 66032.33 
948 15,54 


End yeer | wi 


% } =p] 637 


6.1538) 6.6652 
6479.64, 9215.46) 13802.72 
8217.79 18397.30| 539$2.00 
10696.23/ 61198.80) 305917.03 
25.641 7.08 11.79 | Over ref. 


. point 


7.6193 | 


The above statistics convey the message that there is a welfare 
gain for poor households in all the alternative plans as compared to 
the status quo except Plan 3, in which case they do not own any 
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funds for investment. Both the middle-income groups are better off 
under the three alternative plans. The high-income group is 
specifically hurt under Plan 3 due to their forgone position of 
preferential treatment in the interest-based financial mechanism that 
is now replaced by the more equitable profit-sharing system. Their 
welfare gain is positive under Plans 2 and 4, even after the deduction 
of zakah from their assets. Apparently, this result seems contrary to 
conventional wisdom but as we have pointed out earlier, the 
enforcement of zakdh not only redistributes resources but also 
stimulates investment through a multiplier effect of enhanced 
consumption and the well-to-do class can reap its benefits more than 
proportionately. In the final analysis, however, the poor households 
benefit the most from the full-scale Islamisation schedule and nobody 
else is hurt at all. This is a very strong proof of Pareato-improvement 
as evident from the percentage change of equivalent variations in the 
relevant plan over the status quo. 


5.2.3 Income Distribution and Poverty Profile 


The social impact of various alternative policy regimes can be 
judged in different manners. Here we study the effects of perspective 
plans on the income distribution across households and on the state 
of poverty. 


§,2.3.1 EFFECTS ON INCOME DISTRIBUTION 


The most commonly used indicator in this regard is the Gini 
coefficient which measures the area falling between the line of 
equality (representing the ideal distribution) and the Lorenz curve 
(representing the actual distribution) if cumulative income shares 
are measured along the vertical axis and population shares along the 
horizontal axis. We refer back to the observed data for the base year 
(1989-90) for which the value of the Gini coefficient has been 
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calculated as: G = 0.378095." However, on the basis of information 
projected by our model in the benchmark equilibrium, the index is 
calculated as under. As evident from calculations, the coefficients 
for the observed and projected data in the base year are comparable. 


Table 3.6: Calculation of Gini Coefficient 


Class Income | Cumulative (Z,+7Z,,) Population, P(Z,+ Z,,) 
shares, | Shares (2) with (2,=0) Shares } 
| Low income group | 0.169850 0.169850 | 0.169850 | 04139 0.070301 
“Lower-middie income | 0.333266 | 0.506116 | 0.675966 | 0.3756 | 0.253803 
le 1.262334 [aise 0.193516 


| High income group | 0.243782 | 1.000000 | 1.756218 | 0.0572 0.093606 
[a 


—_ = - 


The Gini Coefficient is given by: G=1-T P,(Z,+ Z,,)=1 - 
0.611315 = 0.388685 for the base year. 


Next, we compute the index for the final years of simulation under 
the four plans and compare the results. 


Table 3.7: Income Shares by the End of Perspective 
Plans and Gini Coefficients 


Class 


Plan 3 T 
"Low income group | 0.10804) | 0.129176 | 0.108998 | 0.129963 
| Lower-middle income | 0.208496 | 0.197317 | 0.219404 | 0.204538 | 0.336266 
| Higher-middle income | 0.250915 | 0.222588 | 0.276308 | 0.241066 | 0.250102 | 
0.435548 


02472 


| 0.575225 | 0.552553 | 0.560950 0.542120 | 0.388685 _ 


© We are thankful to Zubair Hasan for pointing out an error in the calculation of the 
Gini coefficient in the original document. The corrections have been made 
accordingly. 
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The above results reveal a deteriorated situation, Income 
distribution worsens further if the existing system (Plan 1) prevails 
for a decade. The factual position on the ground as well as the official 
Statistics support this result, i.e, the poor are becoming poorer and 
the rich becoming still richer. So far as the alternative plans are 
concerned, even there the results are not encouraging when compared 
to the base year. This is because the time span of ten years seems too 
short to solve the problem of acute inequality. However, the 2nd and 
3rd Plans individually record an improvement in the distribution (to 
the extent of 3.94 percent and 2.58 percent respectively) as compared 
to the final position of Plan 1. On the other hand, the situation 
regarding income inequalities is somewhat improved under the 4th 
Plan, The improvement in the coefficient (about 5.75 percent) 
indicates that inequalities in distribution would be speedily reduced 
under this plan. Ambitious results cannot be expected within a few 
years, however. 

There is though, one problem with the Gini coefficient recognised 
in the literature. Should the Lorenz curves under two or more than 
two distribution schemes intersect one another, then the comparison 
becomes meaningless. To see whether the curves intersect one 
another, we may compare the cumulative income shares of the 
respective groups under different plans as follows: 


Table 3.8: Cumulative Income Shares Under Different Plans 


Cumulative 
Low income group 10.30 | 12.92 


| Lower-ide ecoene 131.350) 32.63 _ 
— income 56.44 | 54,91 


High income group 100 100 


Income Shares | Plan 1 Plan 2 
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Figure 3.3: Status of Income Inequality 
by the end of Plans 1 and 4 


Line of Equality 


Lorenz Curve 
i Plant 
Lorenz Curve m f 
Plan4 ———— ff 
| oe - Xe Status of Income 
a Inequality by end 
of Plans t and 4. 


Population Share 

As noted earlier, our point of reference is Plan |. It is now evident 
that meaningful comparison is possible between Plan | versus 3 and 
Plan 1 versus 4. The cumulative income shares of respective groups 
under both Plan 3 and 4 are continuously higher than those under 
Plan |. Thus, income distribution under these plans is comparable 
(and better as shown above) with the reference plan. The factual 
position is depicted in Figure 3 that renders the comparison clearer." 


§.2.3.2 EFFrects ON POVERTY STATES 


The two phenomena of mass poverty and inter-class income 
disparities are closely related. They coexist and reinforce each other 
such that one cannot be treated in isolation of the other. A good measure, 


" An observation was raised during discussion that aggregation of households into 
just four (4) income groups leads to a considerable loss of area between the line of 
equality and the Lorenz curve, measured by the Gini coefficient, To verify the fact, 
we calculate the coefficient for the original eleven (11) groups considered in HIES 
1990-91, using the observed data for the base year. On the basis of that information, 
the value of the coefficient turns out to be G = 0.404649. The loss in area on account 
of aggregation is, therefore, in the range of 6-7 percent, which may not be taken as 
serious. In particular, when we compare inequalities under different policy options, 
the question of aggregation tends to be the least significant. 
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which is useful for our analysis, is to estimate the deviation of the 
disposable income of various groups from the poverty line, As mentioned 
earlier, the poverty line assumed for the base year amounts to Rs.21,068 
at 1989-90 prices. We have assumed a growth rate of 2 percent for the 
poverty line in our analysis. As such the amount required to finance the 
basic needs will be Rs.25682 by the end of the simulation period. 


Table 3.9: The Inter-Plan Comparison - Final Year 


Projections and the Poverty State. 
[item (Disposable Income) Group 1 T Group 2 Poverty Line 
ee a o + ed - na 
Base Year ~ Actual Income Rs. 16996 if Rs.36712 Rs.21068 per annum 
Deviation from Poverty line 4072 | (2164! 
Final Year — Projected. if | Rs.25682 per annum 
| Plan 1—End Year Income —|—-R.20811 | Rs.45520 | Reference point } 
Deviation from Poverty line 487) | 19838 : 
Plan 2 ~ End Year Income Rs.28173 | Rs.47323 = ret 
Deviation from Poverty line +2491 | 2ifeth 
Improvement over Ref, point |} SI.AS% 9.09 % : 
r — a ’ — 
| Plan 3 - End Year Income Rs.21310 Rs.48607 
Deviation from Poverty line 4372 | 22925 
Improvement over Ref. Point | 10.24% 15.56% 
* Plan 4— End Year Income Rs.28570 | "Rs 49549 Better performance 
Deviation from Poverty line +2888 | 23867 
Improvement over Ref. point 59.29 & 20.31 % 


We compare the projected disposable incomes of the poor and 
lower-income groups with the poverty line and see the deviation under 
various schemes. All the figures are expressed in Rupees per annum 
for the household concerned, 

The above statistics indicate that the position of poor households 
is considerably improved by the end of Plan 2 and 4 on account of 
zakdh administration. The transfers enable them to raise their living 
standards. Similarly the position of the lower-income group improves 
under Plans 3 and 4 on account of receiving due share in their 
investment, The position is shown in Figure 3.3. 
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6, SUMMARY AND CONCLUSIONS 


The present exercise is an attempt to forecast the would-be 
scenarios of the economy under alternative policy regimes by the 
end of a specified period. The general equilibrium framework is 
employed as the tool of analysis and the economy of Pakistan is 
selected as the specimen. The fiscal year 1989-90 serves as the 
base. The economy is supposed to operate under the four prospective 
plans of ten years each with a common point of departure. The 
results of the counterfactual equilibria are compared and contrasted 
in terms of important micro and macro indicators. Special attention 
is given to the state of poverty and income inequalities across the 
households, 

It is found that the full-scale Islamisation scheme ensures 
outstanding performance of the economy by the end of the planning 
period, The results are positive in terms of the overall profile of the 
economy and welfare of society. The budget position of the 
Federation is improved. In particular, the analysis is persuasive with 
reference to the eradication of poverty and the reduction of 
inequalities in the society. 

The performance of an economy with an Islamic character, in 
terms of the results discussed in the paper, cannot be regarded as 
barely mechanical; in fact the outcome can be supported on 
theoretical grounds as well. The enforcement of zakah enhances 
the consumption profile of the masses in the short-run, which raises 
aggregate demand, investment and employment in the long run via 
the multiplier effect. The introduction of an equity-based financial 
scheme leads to the encouragement of savings and investment and 
to an equitable distribution of resources. Consequently, all the 
positive impacts on national income. public revenues, sectoral 
growth rates, etc., can be rationalised, 
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The study does not claim that the introduction of zakah as a 
fiscal instrument for redistribution and the abolition of interest from 
financial transactions are the only requirements of an Islamic 
system. Likewise, the contention, that the adoption of zakdh and an 
equity-based business profile would open gateways to prosperity 
and solve all the problems, would be an exaggeration. What is 
emphasised here is that there cannot be any compromise on the 
prohibition of ribd and on the obligatory status of cakdh, for which 
an Islamic state is held responsible. Therefore, the two areas have 
attracted particular attention in Islamic economic literature. We have 
simply tried to explore the economic incentives associated with 
fulfilment of the least requirements of the Shari‘ah in the areas 
where public policy is directly relevant. This is done within the 
methodology followed by mainstream economics, The study 
establishes the viability of the Islamic system of finance and 
distribution on efficiency and equity grounds and logically presents 
4 strong case for the initiation and prompt implementation of an 
Islamisation programme. This is the need of the time to reduce the 
grievances of the poor masses, 
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Summary Table 3.10(a): Effect of Alternative Policies on the 
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Comments 
= 
Zubair Hasan* 


1. INTRODUCTION 


riters in the area of Islamic economics have often sought to 

demonstrate that the replacement of interest by profit-sharing 
in business finance plus the introduction of zakdh as a redistributive 
measure are the sure means to alleviate poverty and improve income 
distribution.'® The paper under discussion essentially is in the same 
vein but with a difference. Unlike the earlier writings, Yasin and Tahir 
do not rely purely on a priori reasoning. Rather, they attempt at 
building a concrete empirical case to demonstrate how effective, rather 
miraculous, the two measures could be, if put into operation. In that, 
their effort is laudable. The authors seek to prove their point by 
building what they call a computable general equilibrium (CGE) 
model for the economy of Pakistan. They choose and adjust the data 
for the 1989-90 fiscal year to serve as the base for their work. 


* Professor. Department of Economics, International Islamic University, Malaysia, 
" The literature review in the paper leaves out several important contributions, one 
for example being that of Munawar Iqbal (1985), “Zakah, Moderation and Aggregate 
Consumption in an Islamic Economy”, JRIE, Vol. 3, No. 1. 
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The authors take the factors of production as grouped into two 
broad categories: labour and capital. The supply side consists of 
commodity producing sectors at home including public services plus 
the external transactions, while the demand side comprises 
households, the government and investment sectors. The parameters 
for the model are mainly obtained from the available literature, but a 
few have also been calibrated. After carefully specifying the model 
which includes functions concerning production relations, consumer 
behaviour, income generation, and income distribution in a secular 
setting. the authors also mention their Islamic variants, bringing in 
zakah, and the interest-free financing of business. 

To unfold the Islamic ramifications of their construct, the authors 
start with the situation on various fronts in the Pakistan economy in 
1989-1990 to serve as the benchmark, and present the results of four 
policy alternatives, each with a time span of ten years, for the purposes 
of comparison: the three plans with Islamic elements are shown as 
superior to the first, the secular one, in terms of results, The fourth 
plan is found to be the best for alleviating poverty and improving 
distribution. The paper’s argument is based on some well spelled out 
assumptions, the crucial one being that the Cobb-Douglas function 
homogeneous of degree | applies both in production and consumption. 

It is difficult to cover in the present review the numerous aspects 
of the authors’ wide ranging thesis, more so its mathematical 
formulations. So, we have chosen to discuss here, briefly, a few 
matters concerning the data adjustment procedures, Islamic variables 
for Plans 2, 3 and 4, comparative results, and conclusions. 


2. DATA ADJUSTMENTS 


The authors have utilised three sources of information on a 
selective basis for obtaining an integrated and internally consistent 
data set on relevant macro-economic variables for 1989-90, the point 
of departure for their alternative policy plans. These include the 
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Household Income and Expenditure Surveys (HIES) for the years 
1987-88 and 1990-91 as well as the National Accounts figures. The 
key figure around which all adjustments revolve is the aggregate 
disposable income fixed at Rs.695282 million for the year. Save for 
some discrepancies, the adjustments are in order. But there is one 
difficulty, The exercise uses in this connection the Consumer Price 
Index (112.7) for deflating the 1990-91 sources of income data for 
the economy as given in the HIES of that year to achieve the 
corresponding figures for 1989-1990. Now, the factor reversal test in 
the theory of index numbers informs us that the product of price and 
quantity indices must equal the value index, In symbols we have: 


Po, - Qu, = Vo, where V,, = Z p,q, /Z pyq, 


Suppose > p, q, is the GDP for 1989-90 and & p, q, for 1990-91. 
Then, to obtain the former we have to divide ¥ p, q, not by the price 
index P,, alone but also by the quantity index Q,,, Otherwise, we 
merely get the figures for 1990-91 at constant prices with reference 
to the base of the deflator, i.c. 1989-90 = 100. Alternatively, there is 
an implicit assumption that the quantity Q of goods and services has 
registered no change in 1990-91 compared to 1989-90 item by item 
and the relative prices have also remained unaltered. We are not sure 
if the authors considered the implications of this fact for their results. 

Interestingly, despite this cumbersome adjustment exercise, the 
data as one finds them in the Appendices and the text are not mutually 
compatible. To illustrate, compare the initial configuration of figures 
after adjustment” for the base year 1989-90 with the one that emerges 
from Table 3.1. 


» The figures in Table 3.11 have been obtained by dividing the figures in Table 3.1 
by the corresponding number of households in each group, Other necessary 
adjustments have been made. 
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Table 3.11: Yearly Allocation of Income 


L Per Household (Rs.) | Aggregate (Rs. million) 
Initial |Table 3.1 Initial | ‘Table 3.1 
Grass income 41105 43868 eur? | 748721 


Direct taxes paid 206 206 3495 3495 

Disposable income | 40899 | 43662 695282 742226 

Consumption 16806 38174 625700 648966 | 
4093 | S488 6958! 93260 


Thus the disposable income, the centrepiece of the adjustment 
process, does not hold its own. Furthermore. it stands differently at 
Rs.42842 per household with an aggregate of Rs.728320 million 
when calculated from the figures given in Table 3.2. Additionally, 
these figures in the text do not reconcile well with those given in 
the extra information sheets provided to the discussant. These 
discrepancies are not small, and may put in jeopardy the results 
drawn from the data. 


3. ISLAMIC VARIABLES 


For introducing zakah in Plans 2 and 4, the authors calculate its 
amount at 2.5 percent on gross wealth or capital assets owned by 
the households at the end of the accounting period with nisab or 
the exemption limit fixed at Rs. 15000 for the base year on the basis 
of a gold value equivalent. This raises a few queries: how is the 
value of capital assets calculated, what was it for the base year, and 
how did it grow over the period? One finds no clue in the paper. 
Neither do the results mention any amount separately nor is there 
any variable in the distribution equations incorporating zakah. One 
possible way to know the role of zakah in the study is to estimate, 
and compare the expenditure (consumption) of the first group in 
each year for Plan 2 with that of Plan 1. This can be done by taking 
the beginning and end period expenditure per household in each 
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case, estimating the growth rates, and using them to develop the 
respective series. The difference in these series would give us for 
each year an estimate of zakah support to the disposable income of 
the group, assuming that the other transfer payments continue to 
play their proportionate role.*! For the two Plans, these rates are 
found to be 1.8 percent and 2.1 percent respectively. The results of 
the exercise are produced in Table 3.12 below. 


Table 3.12: Estimation of Zakah Support 


for Group 1 Expenditure (Rs.) 
cae Sra ! 
| Year Values for Plan 2 | Values for Plan 1 Zakith Component 
Initial | 21068 21068 — 
t | 24810 21447 63 
2 | 21962 21833 129 
3 22423 22226 197 
4 : 22894 22626 268 
5 23375 23034 341 
6 23866 23448 48 
? 24367 23870 497 
8 : 24878 24230 648 
9 : 25401 24737 664 
to | 28935 25182 | 753 


These estimates seem to be in order. Due to zakah receipts, the 
mean expenditure of the households crosses the poverty line, 
advancing at 2 percent per year, at the same time point in the above 
Table as in Figure 3.4 of the paper. Interestingly, the zakah payments 
as a proportion of the household expenditure (Plan 2) grow each year 
by about 0.29 percent. Perhaps an explanation for the phenomenon 
is needed. Furthermore, the aggregate zakdh payments to the group 
approximate to Rs.443 million in the first year of Plan 2. Capitalised 
at 2.5 percent, the assets subject to zakat should be worth about 


* This is because transfers/debts form an entry in disposal of income. 
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Rs.18000 million. The paper does not provide any information on 
what is included in the capital assets chargeable to zakdh. At some 
places it equates them with wealth and at others with the financial 
assets of the households. 

A little reflection would show that the household classification 
scheme of the paper is not very appropriate for the study of the impact 
of zakdht on society. Notice that the classification into groups is with 
reference to income, not according to nisab: the average initial 
disposable income of the households in Group | at Rs,17581 is much 
higher than the exemption limit of capital assets at Rs.15000 for 
attracting the zakah levy. However, since this group is taken to be 
entirely consisting of zakah recipients, the position of the households 
it includes is clear on the question of nisab. But what about the 
remaining three groups: their high average incomes in no way prove 
that all their members have assets above nisab, or none of them is or 
would be entitled to receive zakdh. In other words, among the 
households in the three groups, one may expect quite a number of 
households having assets below nisab, or incomes low enough to 
qualify for zakah support. Presumably, for the study of the zakah 
issue, a division of the households on the basis of nisdb would have 
given better results. Alternatively, the authors could have made the 
position clearer by providing details of the incoming and outgoing 
revenue flows over the years from what they name as the zakdh fund 
for the exercise. 

Again, for the economy as a whole the authors mention a fixed 
rate of interest ‘r*’ and a profit rate ‘r’ both determined by the market. 
They also tie the two in a sort of difference relationship (equation 
16). But they skip the crucial question, i.e. how the sharing of the 
profit ratio for the outside financier is determined under an interest- 
free system. In their scheme, firms and financial institutions are kept 
out of the picture: investment made and profit received are both treated 
as exogenously given components of the household account. As such, 
the sharing ratio determination and the related issues of adverse 
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selection and moral hazard become inconsequential. However, even 
the value of ‘r’ the authors have used to arrive at their calculations 
under Plan 3 is not available. But there is, perhaps, a clue to unfold 
what the replacement of interest by profit-sharing has achieved in 
the authors’ scheme. Table 3.2 of the paper provides for the base 
year two alternative sets of values for the disposable income per 
household albeit without giving a reason. These sets are produced 
below for ready reference along with some other information needed 
for the following discussion. 


Table 3.13: Disposable Income per Household (Rs.) 


Group ! Group 2 Group3 Group4 Weighted 


Mean 
Base Year Values A 17581 38356 69895 182591 42842 
Base Year Values B 17821 40127 73619 171482 43884 
End Period Values: 
Plan 1: Stutus quo 2081 45520 134219 624411 83211 
Plan 3; Profitsharing =. 21.310 48607 149979 579405 $2003 


| Million of Households 7.0363 6.3852 2.6061 0.9724 

Set A of base year disposable incomes includes net interest receipts 
by the households and has obviously been used to arrive at the Plan 
| end period results, Set B of base year values seems to be an adjusted 
version of set A, i.e. shorn of interest. For, the profit-sharing scheme 
becomes operative from the very beginning of the year. The aggregate 
income for set A is Rs.728320 million. For set B, it works out at 
Rs.746025 million. Why are the two aggregates different? It clearly 
is the deletion of interest payments from the gross household income 
to the extent of Rs.17705 million which has raised the aggregate 
disposable incomes in set B. Implicit in that is a net flow of interest 
payments from the household sector to outsiders, government and/ 
or financial institutions. That apart, the amount of interest payment 
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per household in the base year was about Rs.1042 (= 43884 - 42842). 
The difference of the end period weighted means for Plans | and 3 at 
Rs.1208 is just Rs.166 more than the interest equivalent used to adjust 
the base year figures. This certainly is not a very elating improvement. 

That the results of Plan 3 would not cause much elation was indeed 
ensured by the constraints of the choice of general equilibrium 
instrument for analysis imposed on the authors’ model. Because such 
analysis requires that the equilibrium of the household, and 
equilibrium in the markets for final goods are consistent with 
equilibrium for the firm, and equilibrium in the factor markets, it 
had to rest on the assumption of perfect competition as a feasibility 
condition, In fact, the authors do cast their analysis in a framework 
of competitive conditions, and constant return to scales with 
transactors in the markets having no pricing power. Interest rate r*, 
and r, the long run rate of profit, which must now only be normal, 
could hardly differ. For this reason, classical writers did not bother 
much about the distinction between interest and profit. The model 
under review provides empirical evidence on the point. It implicitly 
demonstrates that the division of a firm's value product between 
labour and capital as apportioned by the marginal products of factors 
is just as well on the contribution criterion, It is time for economists 
to realise that no other idea has done more harm to the cause of 
distributive justice than the attempt at isolating on this basis the 
contribution of an individual factor in a firm's value product under 
real world situations.“ Also, one must not forget that no effort at 
ensuring equity in personal income distribution would ever succeed 
without ensuring at the same time equity in functional income 
distribution. The constructors of the present model seem oblivious 
to this important fact. 


* For a fuller argument on the point see Zubair Hasan's Review of M.N. Siddiqi’s 
book Teaching Economics in Islamic Perspective, Section 5, Islamic Economic 
Studies, Vol. 6, No.1 (1998). 
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4. THE RESULTS 


Here we shall not go over the larger gains that the authors claim 
accrue in terms of growth, prosperity and welfare improvement under 
the alternative Islamic plans compared with the secular one, save 
one cursory observation. They did not find profit-sharing alone (Plan 
3) of much consequence, So, the large improvement in results under 
Plan 4 is mainly because of introducing zakah in the model as an 
additional factor. The authors rightly point out that “zakdh not only 
redistributes resources but also stimulates investment through the 
multiplier effect of enhanced consumption.” Now, religious reverence 
for zakdh apart, in cold logic why must its effects be different on 
growth and welfare from other egalitarian transfers in modern 
economies? In fact, the volume of such transfers is much larger in 
the Western world if only because the rich can afford to be more 
benevolent. Mainstream economics just does not include them in their 
theoretical models or empirical exercises to analyse their impact on 
progress and prosperity. Presumably. too much reliance is being 
placed on zakdh as a panacea for economic ills by Islamic scholars; 
more so in a country where people are up in revolt against filing the 
simple tax survey forms, 

However, let us turn to the performance of the Islamic models of 
the authors with reference to the main objectives of the paper: 
reduction in the inequalities of incomes, and the amelioration of 
poverty. The evaluation of the authors’ results on these counts must 
be prefaced with a reference to an important aspect of their work. 
Their model takes the household, not the individual, as the unit for 
analysis. The average size of the unit consists of 6.5 individuals, 
Over the ten year time span of the plans the number of the household 
units is kept unchanged at 17 million. Atthe same time, the population 
of the country is deemed to increase by 2.5 percent each year. This 
means that not only would the number of households increase to 
around 22 million by the end of the decade, their composition and 
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structure within and between the four groups may also change. 
Alternatively, if the number of the households is kept constant, as 
the authors envisage, the average size of the household unit must 
rise to over 8,3 persons. The changes in the household size or number 
could be of far reaching consequence for the state of poverty and 
income/asset distribution in society. The results of an analysis, which 
ignores this reality, can hardly be taken at their face value. 

However, let us consider the claims of the authors within their 
own framework The impact of the Islamic measures on poverty is 
examined through their beneficial effects on income and utility levels 
of the lower groups, especially the first. Let us compare the positions 
of the first and fourth groups under Plans | and 4. The data used 
below are taken from Table 3.2 of the paper. 


Table 3.14: Comparison of Disposable Incomes of Groups 
Under Different Plans (Rs.) 


~ | Groupt | Group 4 Absolute Difference 

L | 1 tl it 
| Endof Plant | 20811 624411 6030600 . 
End of Plan 4 28570 675148 646578 ; 


© increase | 37,28 8.13 7A2 


By the end of the period, the income of the average household 
increased under the (best) Islamic plan more than under the secular 
arrangement for both the poor and the rich. Also, the increase has 
been larger proportionately for the former, Still, relative poverty has 
increased — the rich becoming richer, the poor becoming poorer as 
column 3 of the table reveals. The authors do recognise this fact with 
reference to the base year but not when comparisons are made with 
Plan | figures. Even the rise in the consumption expenditure of Group 
1 households and their ability to cross the poverty line is not because 
of any worthwhile increase in their productive power, It has depended 
essentially on increasing zakah support. The authors do seem to 
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concede the point when they say: “The transfers enable them (the 
poor) to raise their living standards.” 

Next, consider the estimation of the effects of alternative plans 
on the utility levels of the households, For this purpose the authors 
combine three variables: the true cost of living index in the base year 
P, the indirect utility, ic, measured in nominal money V, and the 
equivalent variation EV, The difference of the end and beginning 
period utility V,, is multiplied by the index P, to obtain the EV. Based 
on the EV values so calculated, it is claimed that there is a welfare 
gain in the Islamic Plans 2 and 4 compared to the status quo Plan |. 
Intuitively, the claim appears to be true but sufficient information is 
not available for its verification. Utility is a subjective phenomenon, 
and all attempts at its quantification have an element of arbitrariness. 
The objective element in the calculations is P,. But even here despite 
clarity at the theoretical level about a true cost of living index, arriving 
at one in practice is rarely possible. Here we do not have the data to 
construct a cost of living index, true or otherwise. P, has no 
independent existence: it is derived from the indirect utility function 
V,, Putting the two in a formula for estimating EV is, therefore, 
somewhat dubious. It is appropriate to note that a frue cost of living 
index must be independent of the reference utility level. It is unique 
only in the homothetic case where it has a double limit, ic. P",, <P, 
<P‘. Admittedly, it is not possible to meet the requirement of 
homotheticity, ic. the consumer spends the same proportion of his 
total income on each commodity irrespective of its level. But this 
very fact does warn that empirical results based on quantifying utility 
can only be taken with a pinch of salt. Thus, the paper does not seem 
to cut much ice on the poverty alleviation front. 

The position is no different in the case of income distribution. 
Table 3.14 has already thrown some light on the issue. To prove that 
under Islamic dispensation income distribution would improve, the 


» See Nagar and Das (1988), Basic Statistics, Dethi; Oxford University Press, 
pp.304-305. 
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authors construct comparative Lorenz curves and calculate Gini 
coefficients for the base year and the alternative plans. As zakah 
transfers purchasing power from the rich to the poor, some 
improvement in the distribution of incomes is obviously expected. 
The contribution of the paper is to be examined in the way the authors 
chose to demonstrate the fact. 

The Table below provides the cumulative population shares which 
in the scheme of the paper remain fixed for the projection decade 
and the corresponding income shares calculated from the data for 
the base year, Plan |, and Plan 4. 


Table 3.15: Cumulative Population and Income Shares 


: Population Shares Income Shares and Coordinate Points | 
Mase [Points | Plan 1 | Points | Pian 4 | Points | 
: i : 
ON0000 00000 | 000000 | 000000 . 
413900 169850) 1 | 105081 | 4 129863, 7 | 
789500 506116 2 313537) $ 3345018 
942800 756218 | 3 564452) 6 S75367 9 
1000000 1.000000 | 1.000000 1.000000 


The points for the three Lorenz curves are given in the following 
Figure. Here, we find that points 1, 2, and 3 are clearly above the rest 
showing that distribution of income deteriorated during the Plans 
under consideration, 

Points 7, 8, and 9 for Plan 4 do lie respectively above points 4, 5, 
and 6 for Plan | showing better results for the former, i.c. the Islamic 
alternative, but the differences are too small: 0.024822, 0.020964, 
and 0.011115. They decrease as we move up from the lower towards 
the higher income groups showing thal enhanced transfer payments 
to the poor because of zakdh enforcement make them better off. 
However, these facts pul serious question marks on the shape of and 
the distance shown between the two Lorenz curves in the paper. 
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Figure 3.5: Chords of Lorenz Curves 


9 o2 o4 06 oo i] 
POPAATION GARE 


The use and calculation of the Gini coefficient is also somewhat 
fuzzy. An important ingredient of the measurement is the area lying 
between the line of equal distribution and a given Lorenz curve, The 
calculation of this area uses the chords joining consecutive points on 
which the curve rests. The area between the chords and the curve is 
lost for the calculation of the coefficient. The constraint detracts from 
the accuracy of the measure. But the larger the number of values 
used to construct the curve, the greater the number of chords with 
smaller size, so less will be the area lost, and more accurate will be 
the Gini coefficient obtained. To have just four income groups for a 
population of 17 million households is perhaps too high a degree of 
approximation for arriving at reasonably reliable results. 

In addition, the calculation of the coefficient is vitiated with a 
serious lapse in applying the formula, which is reproduced below for 
ready reference: 


Gate S we ¥ngiee=0 
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Here, the term in brackets is the sum of consecutive z, values, not 
their accumulation as one finds in the paper. To clarify the point we 
present below the two positions in the case of estimation for the base 
year. Values from the paper are shown in brackets. 


Groups 1 : 2 3 4 
zicumulativey) | 0.169850 0.506116 0.756218 1.000000 
ee, 0.169850 0.675966 1.262334 1.756218 

(0.169850) | 10,675966) | (1.432184) (2.432184) 


The corrected values of the coefficients are given below together 
with their values in the paper shown in brackets 


| Base Year | Plant Plan 2 | Plans Plan 4 


4} 


(O.3171351 (0.506685) (0.519424) (0.495628) 


“Gini Coefficients 0381834 0.565223 0.552398 ie 0.560546 0.5421 is 
HT13H | (033 (0.595179) 


The differences between the two sets of values is not large as 
only four values are involved in the construction of the coefficient, 
and the first two values remain the same in both cases. Even so, the 
gap between the coefficients in the case of Plan | and Plan 4 has now 
narrowed down to an almost inconsequential level. Thus, on the 
distribution front too the paper has hardly achieved what it aimed at. 
The authors are simply apologetic in blaming the non-achievement 
because of the insufficiency of the time span, ten years, for the model 
to show the Islamisation effects in full. The fault lies elsewhere. 


5. CONCLUDING REMARKS 


The authors set out to prove some propositions in Islamic 
economics which scholars have intermittently attempted to do, ie, 
the enforcement of zakaéh and the replacement of interest-based 
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components of financing with profit-sharing in free market 
economies helps alleviate poverty, and mitigates the present 
inequalities in the distribution of income and wealth which are 
admittedly too agonising. The method used by the authors is novel, 
but novelty need not always be rewarding. General equilibrium 
analysis has to rest, of necessity, on the assumption of perfect 
competition.” This has put restraints on the authors’ mode! to bring 
out the real significance of the Islamic measures, especially the 
consequences of interest-free financing. The superiority of Islamic 
measures can better be demonstrated in a framework of real world 
situations.”* This is what Islamic economists have not yet been able 
to do conclusively, despite some brilliant efforts. 

Zakah payments enhance the magnitude of egalitarian income/ 
wealth transfers and must have to that extent a relieving impact on 
the state of poverty, and distributive inequity in an economy. It is too 
obvious to be proved, The real strength of zakdh lies in the fact that 
its payment being a religious obligation, collection is likely to be 
larger and ensured as compared with usual charities or donations. 
The replacement of interest by profit-sharing could not show much 
promise in the authors’ model for the reason we have already given. 
On the practical front the introduction of profit-sharing as an 
alternative has indeed made some promising headway, even with the 
mainstream financial institutions. 

The weaknesses we have indicated above apart, the work under 
discussion retains all the institutions of the secular system intact 


* Notice that the model, despite having perfect competition moorings, only 
aggravates the initial income disparities, as the economy grows under any Plan 
choice — secular or Islamic. The implications of this phenomenon are worth 
investigating. 

* For illustration see Zubair Hasan: “Profit Maximization ~ Secular Versus Islamic” 
in Sayyid Tabir et al. (ed,) (1992), Readings in Microeconomics in Islamic 
Perspective, Kuala Lumpur, Malaysia: Longman, pp, 248-251. 
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except that it deletes interest, and introduces zakdh into the picture, 
The authors also do not insist on any changes in the socio-economic 
state of the country. We believe that a change in the political power 
structures whereby they are more inclined to the promotion of 
Islamic norms of behaviour and the enforcement of religious 
injunctions is the first imperative for the success of any process 
towards Islamising the economies of Muslim countries, including 
Pakistan, The role of non-governmental organisations and socio- 
religious movements is also crucial in the matter, But interestingly, 
almost everything remains static in the authors’ dynamic model, 
except the computer. 
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Microfinancial Services and 
Poverty Alleviation in Bangladesh: A 
Comparative Analysis of Secular 
and Islamic NGOs 


a 


M. Kabir Hassan* 
and 
Dewan A.H. Alamgir** 


1, INTRODUCTION 


he purpose of this paper is to examine microfinancial services 

of Islamic Non-Governmental Organisations (NGOs), secular 
NGOs, government banks, private banks and government organisa- 
tions by analysing secondary data collected from these organisations, 
To our knowledge, this is the first comparative analysis of a group of 
Islamic NGOs and secular NGOs in Bangladesh, The basic difference 
between a secular and an Islamic NGO is that the former follows an 
interest-based lending policy whereas the latter follows an interest- 


" Associate Professor and Co-Chair, Department of Economics and Finance, 
University of New Orleans, New Orleans, LA 70148, USA, Email: mhassan@uno.cdu 
“ General Manager, Grameen Shakti, Grameen Bank Bhaban, Mirpur 2, Dhaka 
1216, Bangladesh. 
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free but fee-based lending policy. Otherwise, both basically follow the 
group-based lending model of Grameen Bank with some modifications. 

The paper examines the design of microfinancial services. reviews 
the publications related to microfinance institutions, and analyses 
programme data from respective organisations. We held discussions 
with key officials of the respective organisations, and analysed the 
financial reports of those institutions. The study improves upon 
existing studies on MFIs by analysing statistically their membership 
and savings information, disbursement and repayment record. Most 
importantly, the study compares the performance of secular and 
Istamic NGOs, private and public banks and governmental 
microfinancial organisations in several areas. A survey was conducted 
in 1999 by sending a questionnaire to the respective NGOs to collect 
their financial and programme information. 

Credit is an important feature of the social structure of rural 
Bangladesh. The fact that a large number of people are affected by 
fluctuations in income and earning power induced by the seasonality 
of the agrarian economy implies that there is 4 persistent demand 
for credit, which can allow flexibility of consumption and 
investment over time. In the presence of poverty and uncertainty, 
the importance of credit is further enhanced when the difference 
between survival and uncertainty becomes visible during periods 
of generalised or specific disasters, whether those are floods, illness 
or disease or market failure. Such vulnerability makes the credit 
relationship a vital aspect of economic and social life in rural 
Bangladesh. 

Control of credit is a source of economic and political power in 
Bangladesh, The wealthy have sufficient resources to meet requests 
for credit and the poor have chronic need for it, When disaster strikes, 
a poor household must be able to turn to someone known to him to 
ask for credit, with the expectation that their request will be met. 
This generates a patron-client relationship between the rich and poor 
in rural Bangladesh. As such, government programmes, which are 
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expected to intervene in rural areas to offer open access for the poor 
to credit at cheap rates, can be problematic. 

The famous economic historian Joseph Schumpeter regarded the 
banking system and entrepreneurship as being two key agents in the 
whole process of development. The banking system is identified as 
the main mechanism through which scarce capital sources are 
gathered, multiplied through circulation, and channelled to their most 
productive and entreprencurial uses in the economy. Therefore, banks 
facilitate the dynamics of the development process. 

Microfinancial institutions (MFIs) successfully pioneered the 
microcredit delivery mechanism for lower income people in 
Bangladesh through small amounts of collateral-free affordable loans. 
One of the important characteristics of this type of loan is that it 
does not require any physical collateral to obtain loans from the MFIs. 
The guarantee by the group to repay individual loans became the 
hallmark of microlending, which integrates the rural community to 
the institutional credit market. 

The development programmes of Bangladesh NGOs have evolved 
over the last two decades. Many NGOs starting as relief organisations 
have turned into development agencies. Gradually, many of them 
have become microfinance institutions (MFIs) by focusing on savings 
and microcredit programmes. Even for NGOs implementing other 
programmes like education, health services, skills training, 
agricultural development, microcredit has occupied the central place 
in their strategy. The range of financial services and sources of finance 
of some MFIs in Bangladesh may give the impression that they are 
behaving like (commercial) banks, except that they serve a different 
market (the poor) and do not have the legal backing to operate as 
banks. The programmes and methods of implementation are still 
evolving. 

Over the last two decades the innovative microcredit programmes 
run by the famous Grameen Bank and hundreds of NGOs have 
contributed to improving the quality of life of millions of people, 
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mostly women, in Bangladesh. The success of Grameen Bank has 
encouraged hundreds of NGOs to start microcredit programmes. 
Presently, nearly 7.5 million men and women receive microcredit 
from the Grameen Bank and Grameen style MFIs and NGOs. 
Microcredit has proven to be an effective instrument for creating 
self-employment for millions of women and for increasing family 
income and consequently alleviating poverty [Hossain (1988), 
Alamgir (1998a)]. The mobilisation of resources by these NGOs/ 
MFIs is critical for expansion of the outreach of such programmes, 
ic. bringing more women and men under such programmes, 

Although MFIs in Bangladesh basically follow the Grameen Bank 
model, all of them have introduced variations in their programmes, 
in the terms and conditions of their products and in the methods of 
implementation, They are different regarding their relationships with 
beneficiaries and in structuring their respective organisations. During 
the last two to three years, the trend has been to introduce new savings 
and loan products along with typical savings and microcredit services, 
There has been a conscious effort in mobilising local resources by 
introducing various savings and loan instruments. 

The success of microcredit has attracted formal financial 
institutions, especially private commercial banks, into the 
microfinance sector. They have also introduced financial services of 
their own for the poor. This is a welcome initiative and has added a 
new dimension in microcredit. This has also opened up new sources 
of resources for the MFIs and ultimately for the poor. Similarly, MFIs 
are operating in urban areas to provide financial services to the poor, 
especially in slum areas. The special features of urban credit, if any, 
may be interesting for newcomers to urban credit. Some government 
agencies have also been implementing microcredit programmes. 

This paper is divided into six sections. Following the Introduction 
(Section 1), Section 2 gives a comprehensive review of our 
methodology and findings of NGO activities in Bangladesh. Section 
3 presents an overview of microcredit programmes for the poor in 
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Bangladesh. Section 4 provides a comparative analysis of six Islamic 
and secular NGOs, Section 5 examines the microcredit programme 
of Islamic Bank Bangladesh (IBBL), a private bank, and the Bank of 
Small Industries and Commerce Bangladesh Limited (BASIC), a 
semi-governmental bank. Section 6 examines the microcredit 
programmes of governmental banks and governmental organisations. 
Section 7 provides a summary, conclusion and policy suggestions. 


2. REVIEW OF THE LITERATURE 


The review in this Section has three objectives: (i) to sum up the 
types of research already performed; (ii) to evaluate the 
methodologies employed in each type of work, and (iii) to summarise 
major findings. 


2.1 Classification of Studies 


The studies on microcredit and on related issues are classified 
here into seven categories for clear understanding. Representative 
studies on each category along with their methodologies and findings 
are mentioned, However, these are not mutually exclusive groups. 
The categories of studies are: (i) Evaluation/impact studies; (ii) 
Comparative evaluations of more than one programme; (iii) Research 
on a particular issue; (iv) Sustainability analysis; (v) Short-term 
evaluation of performances of different organisations; (vi) Studies 
on management systems and the human resources of organisations, 
and (vii) Macro-policy studies. 


2.2 Evaluation/Impact Studies 


1. The pioneering impact study was performed on Grameen Bank 
by Mahbub Hossain [Hossain (1998). The study evaluated the credit 
programme by considering issues such as reaching target groups, the 
size of the loan disbursed, loan utilisation, the accumulation of capital, 
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the generation of employment and income, and poverty status. Along 
with the impact on the target groups, the study focused on the cost of 
operation and expansion of Grameen Bank. The data for this study 
were collected through field surveys in selected project and control 
villages in the area of operation of Grameen Bank. Fifteen branches 
of Grameen Bank were selected of which five were old branches. 
One village under cach branch was randomly selected such that at 
least one male and one female centre were formed. For the survey on 
credit, all members belonging to the centres were interviewed through 
a structured questionnaire. The sample size consisted of 975 
borrowers. 


2. For assessing the impact of the credit programme, five villages 
belonging to the older branches were selected for the study. Two 
control villages were also selected. A census was first undertaken to 
collect information about land ownership and major sources of income 
for all households in the selected villages. The households were then 
randomly stratified into four land-ownership and two occupational 
(within each land ownership group) groups (farm and non-farm). A 
proportionate random sample was then drawn from each of the eight 
strata to get 40 sample households from each village, The total sample 
size of this survey was 320 households. These households were 
interviewed through structured questionnaires. The samples were 
classified into four groups: (i) Grameen Bank members in project 
villages; (ii) non-participants within the target group in project 
villages; (iii) the target group in the control villages, and (iv) the 
non-target group in both project and control villages. Groups (ii) and 
(iii) were used as alternative ‘controls’ to assess the impact of 
Grameen Bank by comparing their average characteristics with those 
for Group (i). 


3. The findings of the study revealed that borrowers had increased 
their capital; loans had contributed to the increase in their 
employment; and there was a shift of employment from inferior 
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occupations, with respect to social status. Grameen loans increased 
the income and quality of life of the poor. The in-depth household 
survey showed that Grameen Bank members had about 50 percent 
higher income compared to the target group in control villages. 


4. A follow-up study was done on Grameen Bank by Atiur 
Rahman [Rahman (1986)]. That study concentrated on the demand 
and marketing side of the product market of the borrowers of Grameen 
Bank in addition to the social and economic pattern of the borrowers. 
The study used a micro-level field investigation of Grameen 
borrowers, in a lower scale, one branch of the Bank, and the samples 
were not randomly selected. Similar to the findings of the first study, 
this study reported that borrowers selling marketable goods faced no 
demand constraint; “With the expansion of Grameen activities, the 
rural economy is getting commercialised and more people (especially 
the borrowers) are becoming job-specific.” [Rahman (1986)]. 

5. A recent study [Mahmud and Mondal (1994)] suggested the 
methodology of using a ‘with-without’ approach for an impact study, 
The study design was comprised of a baseline survey. Target and 
control households were used for comparison. After completion of 
the project an in-depth detailed survey of the target group and a control 
group of non-members was conducted. A similar study with less 
coverage was done on the impact of the credit programme of the 
Association for Social Advancement (ASA) [Kayemuddin (1992)]. 
Of a total of 1500 borrowers in four branches who received loans 
three times, 200 borrowers were randomly selected for the study. In 
addition, secondary data were collected; interviews of ASA staff and 
other stakeholders were taken. The study reported improvement in 
income and in other social indicators of the beneficiaries due to the 
availability of loans. 


6. One of the most recent studies was carried out on “Alternative 
Credit Delivery Systems” for the Thana Resource Development and 
Employment Project (TRDEP) [Department of Youth (1994)]. The 
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study looked into details of the working methods and practices of 
TRDEP, especially with regard to its membership selection, its field- 
level practices, its impact on the members and their families and its 
costs. In addition to a standard sample survey of beneficiaries of 
different phases of TRDEP, Rapid Rural Appraisal (RRA), social 
evaluation techniques and case studies were used to bring qualitative 
information not captured by survey methods. The study reported more 
or less similar results as those on Grameen Bank and recommended 
some changes in the operation of TRDEP. But the important difference 
was the use of other techniques in impact studies as complementary 
to the standard sample survey, 


2.3 Comparative Studies of Programmes 


1. The Bangladesh Institute of Development Studies (BIDS) 
carried out a major comparative study of poverty alleviation 
programmes in Bangladesh [BIDS (1990)]. It included ten 
programmes of eight organisations, both governmental and non- 
governmental. These programmes are BRDB-RPP, URDEP, SEDPW, 
Swanirvar, RESP, RDRS-CP, RDRS-RWP, BRAC-RDP SNSP and 
ASA. Investigations were carried out in 30 villages covering nearly 
6000 households. Field investigations comprised household census 
and intensive sample surveys. Secondary data were collected from 
documents and interviews. The difference in this study was that it 
compared the same indicators for all programmes so as to compare 
relative success or failure. 


2. Asa part of the above study a comparative study [Bhattacharya 
(1990)] was done to compare the credit programme of BRDB-RPP, 
BRAC-RDP and TRDEP (formerly URDEP). The study made a 
comparative profile of participants (reaching the poor) in all three 
programmes, the delivery mechanism of their programmes and 
analysed the impact of the three programmes on income, employment 
and social indicators. Similar approaches as mentioned above, namely 


120 


 —te 


Microfinancial Services and Poverty Alleviation in Bangladesh 


structured questionnaires, were used for sample surveys. Financial 
data were used for cost comparisons, Similar approaches have been 
followed for evaluating the impact of poverty-alleviation programmes 
for individual organisations as well as for comparative studies. 


2.4. Studies on Selected Issues 


1, Many studies have been conducted on various issues relating 
to credit and poverty-alleviation programmes, One such study 
[Rahman (1989)] assessed the impact of the credit programme of 
Grameen Bank on the situation of rural women. A field survey to 
collect socio-economic data for the women involved was performed. 
The findings confirmed the improvement in life of rural women due 
to the availability of a loan. Research was conducted by BIDS to 
study the rural informal credit market. Three villages from three 
different areas of the country were selected. A census as well as 
sampling was used to obtain data for the study. It reports on various 
issues of the informal credit market, interest rates, loan sizes, sources 
and the uses of loan, etc. [Murshid and Rahman (1990)]. 


2. An interesting piece of research was conducted to examine the 
use of contraceptives by a savings group, Five villages in the 
programme and two control villages were selected randomly to 
conduct the study. A questionnaire based survey and in-depth 
discussion were used. The study reported a higher rate of 
contraceptive use in savings group members |Barkat-e-Khuda, et al. 
(1990)]. 


3. A team of BRDB conducted a comparative study on several 
governmental and non-governmental programmes. Informal 
interviews with key informants of these organisations, interviews with 
group members and analysis of documents were used to compare 
these programmes | Ahmed (1994)]. Similarly, to assess the activities 
undertaken by borrowers and the effectiveness of training behaviours 
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were investigated by BRDB for its programmes. A sample of 448 
respondents was used [Mia (1994)|. The same BRDB Task Force 
made a comparative study on the interest rates of various credit 
programmes run by government departments and NGOs |Alam 
(1994)]. A similar study on ASA shows an improvement in borrowers’ 
income and changes in their quality of life [ASA (1996)]. 


4. One critical area in a target-oriented poverty-alleviation 
programme is reaching the target group. For credit programmes, the 
target group is usually defined as the functionally landless (owning 
less than 0.5 acre of land) rural poor. There are ‘hardcore’ poor within 
the target group. But studies showed that credit programmes reach 
the better off sections of the poor, not the poorest of the poor. The 
programmes sometimes even included 20 to 30 percent non-target 
group members. A study on BRAC membership analysed the 
participation process and factors influencing participation in a credit 
programme [Zaman (1996)]. The study was based on a survey of 14 
villages in Comilla district, Similarly, an analysis of the reasons for 
dropout from the ASA credit programme was done through discussion 
with members, field staff, and supervisors [Zaman (1996)}, It 
identified several reasons for dropout such as, the ceiling on the amount 
of the credit, the requirement of regular repayment, group discipline, 
preconditions for membership, the quality of field staff, etc, 

5. Another area of research has sought to find ways to offer 
flexible financial services to the poor — be it in the area of savings or 
lending. Mandatory group savings are a precondition for receiving a 
loan, The rural poor need accelerated growth in savings for capital 
accumulation so as to come out of the poverty cycle. Organisations 
believing in the ‘empowerment’ and ‘self-reliance’ of groups 
emphasise that the groups should gradually act as independent 
‘institutions’. Researches on the possibility of becoming self-reliant 
are also being performed. One example is the study on Proshika 
[Wong, Kramsjo and Sabri (1996)]. 
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2.5 Sustainability Analysis 


1, The concept of sustainability includes four interrelated issues: 
financial viability, economic viability, institutional viability, and the 
borrower's viability [Khandker et al. (1995a)]. To assess the criteria 
for success one piece of research [Yaron (1992)] advocated two 
criteria: (i) self-sustainability and (ii) the level of outreach achieved 
with the targeted population. The financial self-sustainability of an 
organisation is achieved when the return on equity, net of subsidy 
received, equals or exceeds the opportunity cost of funds. The paper 
proposed a Subsidy Dependence Index (SDI) to measure explicit and 
implicit subsidies. Outreach then being measured by (i) the value 
and number of loans extended; (ii) the value and number of savings 
accounts; (iii) types of financial services offered; (iv) the number of 
branches and village post/units; (v) the percentage of total rural 
population served; (vi) the real annual growth of assets, and (vii) 
women’s participation. 

2. A study was done on the sustainability of Grameen Bank along 
the lines of the concept mentioned above [Khandker et al. (1995a)}. 
It assessed the financial and institutional viability of Grameen Bank. 
An estimation of subsidy and ways to eliminate subsidy were 
recommended. “Successful replications would depend not only on 
subsidized resources initially, but also on committed and dynamic 
leadership that is able to carve out market niches” [Khandker et al. 
(1995a)]. A similar study was undertaken on BRDB (RD-12) as well 
[Khandker et al. (1995b)]. It showed that the project carried a high 
economic subsidy. It had, however, the potential to reduce its subsidy 
dependence through the expansion of loans and membership. 


2.6 Short Term Evaluation of Programmes 


Researchers, consultants and donors’ representatives sometimes 
conduct quick evaluations of programmes. In this type of research 
the principal methodology is the analysis of secondary data, 
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interviews with key personnel, evaluation of regular monitoring 
reports of the concerned organisation, visiting a few groups, 
discussions with field staff, etc. Two studies [Ghai (1984) and 
Siddique (1984)] on Grameen Bank were undertaken in 1984 to 
evaluate its operations, Important observations and lessons regarding 
the operation of rural credit were learnt. Similar studies on ASA [ASA 
(1994) and ASA (1996a)} have also been done to evaluate the financial 
and institutional performance of ASA. 


2.7 Management Systems Studies 


These studies emphasise the programme implementation process 
of a particular organisation, The assertion being that it is the 
implementation that really matters rather than a magic model, Two 
major studies on Grameen Bank that looked into the process have 
been done by Andreas Fuglesang (1988) and Susan Holcombe (1994), 
One looked into participation and the other into the management 
practices, human resources and culture of Grameen Bank. It is the 
culture within an organisation that really makes the difference. A 
similar study was done on ASA to trace the history of ASA and its 
evolution over time [Rutherfiord (1994)], These studies contributed 
to an understanding of the process and the possibility of replication 
of a programme. 


2.8 Macro Policy Studies 


These are studies that have examined poverty-alleviation 
efforts on a national level. One such study is the country report 
on Bangladesh regarding strategies for enhancing the role of 
women in economic development [The World Bank (1990)]. A 
recent study reported the potential and constraints of development 
of the rural non-farm economy for alleviating rural poverty in 
Bangladesh [Khan (1994)), 
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3. MICROCREDIT PROGRAMMES FOR 
THE POOR IN BANGLADESH 


3.1 Genesis of Microcredit and NGO Activities in Bangladesh 


NGOs like BRAC, Proshika, RDRS, and many others, were 
founded on the wave of idealism and hope, which pervaded 
Bangladesh after Independence in 1971. They also drew upon the 
experiences of a young generation of Bangladeshis who had earlier 
been activists of some kind during the independence struggle or who 
had worked in relief programmes which were a necessary part of its 
aftermath. Each NGO evolved its own philosophy as to how it would 
work with the rural poor. Basically, one of the two approaches was 
taken by these NGOs, The ‘conscientising’ approach of NGOs 
development argues that the roots of poverty in Bangladesh lie in the 
fact that the poor are systematically disorganised by economic, social 
and political relationships within which they are caught. Therefore, 
the only long-term solution to the problems of poverty in Bangladesh 
lies in assisting the poor to challenge the relationships that impoverished 
them and this can only be done by increasing the awareness of the 
poor so that they can collectively demand escape from exploitation. 
The "materialist intervention’ approach argues that the rural poor need 
more than consciousness; they need material assistance to help them 
generate the incomes to escape from the grip of poverty. Credit is 
considered a key element in this approach, and this credit would allow 
the poor to break away from their dependence on moneylenders and to 
invest in their own employment generating income [McGregor (1994)]. 

The Grameen Bank Project started in 1976 as an action research 
project in the neighbourhood of Chittagong University, Much of its 
approach was reminiscent of lessons, which were being learnt in the 
FAO's (Food and Agricultural Organisation) ASARRD Project (Asian 
Survey of Agrarian Reform and Rural Development), which was being 
operated in three areas of Bangladesh, The Grameen Bank focused 
specifically on the delivery of credit to the rural poor, with the 
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underlying belief that while conscientisation was important, poor 
people first needed tangible assistance to work their way out of 
poverty. From its beginning in Chittagong, the Grameen Bank became 
a Bangladesh Bank-sponsored experimental project and expanded, 
using existing nationalised commercial banks (NCBs) and Bangladesh 
Krishi Bank (BKB) branches, to operate in Tangail and Rangpur 
Districts. After encountering difficulties in their working 
relationships, it disassociated itself from the banking system and set 
up as an independent organisation with its own branches, As its profile 
grew and its coverage expanded in the early 1980s, it became a 
scheduled bank with government representation on its board, In line 
with its original philosophy, however, its borrowing and saving 
members continued to hold the majority stake in the organisation. 


3.2 Overview of Microcredit Programmes in Bangladesh 


The poor and the landless in Bangladesh, as elsewhere. do not 
have access to a formal financial system for credit. However, recently 
some commercial banks have introduced microcredit for the poor 
following the path of the Grameen Bank and NGOs, Although these 
initiatives are admirable they are limited in coverage. The human 
resources, structures, and products of commercial banks are not 
geared to serving the poor, Their targets are very different sectors of 
the economy. The formal financial system is based on collateral, 
which the poor do not have and it requires huge volumes of paper 
work to process a loan. Eventually, the poor resort for credit to the 
informal sector, for example, moneylenders, to meet their 
consumption and investment needs and end up paying usurious rates 
of interest. But there exists huge demand for small amounts of credit 
by the poor for investment. To circumvent the situation, Professor 
M. Yunus of the now famous Grameen Bank, has innovated a system 
of credit delivery to the poor without collateral, popularly known as 
microcredit. Presently, microcredit has reached an unprecedented 
seale and is expanding fast in Bangladesh. All major NGOs are 
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expanding their outreach by including new members as well as raising 
the average credit per member. The poor men and women are 
mobilised into groups to receive credit so that they take the 
responsibility of repayment of each other's loans. 

Yaron (1992) has observed that one key to the success of NGOs 
and other MFIs appears to be the introduction of a social mechanism 
that lowers transaction costs, while supplying effective peer pressure 
for screening loan applicants and collecting loans and, thus, lowering 
delinquency rate and leading to u viable operation. The absence of 
the above-mentioned features in the formal segment thus calls for 
the adoption of those features in their lending strategy, instead of 
being intervened by government in the form of providing cheap and 
politicised credit to rural customers. 

Generally, MFIs serve the lower income groups who often have 
very limited assets, Traditional collaterals for obtaining bank loans 
like property, land and machinery are mostly not available to them. 
So, usually, the mechanism of MFIs does not require collateral 
security for providing loans. Rather they have introduced some 
innovative methods to minimise the risks of their operations. They 
use some collateral substitutes and a number of alternative forms of 
collateral for reducing the risk of loan loss. One of the most commonly 
used collateral substitutes is peer pressure, either on its own or jointly 
with group guarantees. The group guarantee is a very popular form 
of collateral on the part of many MFIs. MFIs facilitate the formation 
of group and group members provide guarantees for each other's 
loans. The guarantees may be of two kinds. In one case, no member 
is able to have access to a Joan if all members are not current in their 
loan payments and in case of the other, all members are equally liable 
if other group members default on their loans. Some MFIs even 
require group members to contribute to a group guarantee fund, which 
is used if one or more borrowers fail to repay. Some MFIs lend to 
people of a particular community based on their good reputation. 
Before disbursement of the credit, the employees of the MFIs usually 
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collect information regarding their activities, to know about the 
potential client's character and capacity. In some cases when a new 
borrower is unable to provide security, credit officers rely heavily on 
information as a collateral substitute. Maintaining close contact is 
the most effective collateral substitute for small credit to the poor. 
For example, frequent visits of the credit officers ensure that the 
client is maintaining the business. This allows the institution to 
understand the appropriateness of the loans in terms of amount, 
frequency of payments, etc. This is also a very important instrument 
that contributes to developing mutual respect between borrowers and 
the institution in regard to the commitment to their work. Moreover, 
the risk of public embarrassment and the risk of legal action may 
also work as a very good collateral substitute. In such cases, the 
institution makes the clients feel that they will be embarrassed in 
front of a number of neighbours or there are risks of legal action 
against them [Ledgerwood (1999)}. 

There are some popular alternative forms of collateral used by 
microfinancial institutions. One of the most widely used is the 
provision of compulsory savings. It implies that the clients must save 
a certain percentage of their income to obtain credit from the 
institutions. This is usually kept in the form of a percentage of the 
loan and is sometimes known as contributions to group funds. This 
cannot be withdrawn when the loan amount is outstanding. This is a 
form of saving which is made compulsory for most MFIs’ clients 
and is different from voluntary savings that generally permits 
withdrawal of funds. Most compulsory savings are available for 
withdrawal only at the end of the loan term. This also works as the 
contributory factor for the development of saving habits in the poor. 
Sometimes assets are pledged (such as furniture, appliances, etc.) as 
security to realise the loan amount. This sends the message to the 
borrowers that the MFI is serious about loan repayment. Personal 
guarantees from friends, relatives or any respected person of the area 
are also accepted as security by some MFIs, 
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The typical microcredit programme has the following key features: 
(i) it is collateral-free so that the poor and the landless may easily 
avail themselves of it; (ii) to get a loan, the poor members are 
mobilised into groups, ranging from 5 to 30 members by a particular 
MFI; (iii) the members meet once every week and make a small 
savings deposit with the concerned MFL After another wailing period, 
which varies from two weeks to six months, members receive a loan 
and take collective responsibility for repaying the same: (iv) loans 
are usually given for one year and recovered in weekly instalments. 
A few MFIs recover loans in monthly instalments; (vy) the field staff 
of MFls supervise utilisation of the loan; (vi) the loans are usually 
provided for common, petty trades, and other activities in rural areas, 
so that the members can pay weekly instalments. Some organisations 
give more than one loan to their members, like a house loan, a seasonal 
agricultural loan, etc.; (vii) the majority of borrowers (as high as 90 
percent) are women; and (viii) MFIs usually establish branches in 
remote areas that help poor members in receiving loans. The field 
staff collect loan instalments at the meeting held at the members* 
premises. The procedure for receiving a loan has been greatly 
simplified, making the programme very attractive to poor and illiterate 
villagers. The MFIs have simple but detailed accounting and 
management information systems to handle large numbers of 
borrowers. The MFIs start with a small loan (Taka 1-3 thousand, or 
US$ 25 to 75) and provide repeater loans of increasing amounts as 
long as repayment of any earlier loan is satisfactory. This system 
allows for the continued flow of credit funds since the poor need 
regular access to credit to maintain and expand their economic 
activities. This also ensures good repayment {Alamgir (1999). 

Microcredit creates a virtuous cycle to break the vicious cycle of 
poverty. The infusion of credit creates self-employment for the 
borrower, increases income leading to increased consumption/ 
savings, additional (and continued) credit increases further income 
and so on, and thus a borrower is expected to come out of poverty. 
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The poor, especially women, have benefited from such microcredit 
programmes, demonstrated by their increased income and assets (net 
of credit). Many impact studies [Alamgir (1998a), Hassan and 
Renteria (1997), Hossain (1988), BIDS (1990)] show that microcredit 
recipient households have a better standard of living, improved 
housing, higher human development status and greater assets and 
have shifted away from moneylenders. In most cases, there is 
significant improvement in social indicators, such as children’s school 
enrolment, fertility rates, and the use of clean drinking water. 


3.3 The Microcredit Sector in Bangladesh 


Microcredit has become the core programme for nearly all NGOs 
working with the rural and urban poor in Bangladesh. Other 
programmes are now playing supportive roles, The demand for 
microcredit from the poor and the opportunity of achieving financial 
viability have encouraged NGOs to introduce microcredit in a big 
way. Although there are several hundred NGOs registered in 
Bangladesh, approximately 200 NGOs have reasonably large 
microcredit programmes, Four large MFIs dominate the sector, the 
Grameen Bank, a formal specialised bank for the poor, the Bangladesh 
Rural Advancement Committee (BRAC), Proshika and the 
Association for Social Advancement (ASA). At the end of December 
1998, there were nearly 7.5 million borrowers of which the Grameen 
Bank had 2.36 million,’ BRAC, Proshika, and ASA served 2.02 
million, 0.74 million’ and 0.714 million* borrowers respectively. The 
148 small and medium MFIs (SM-MFIs) financed by the Palli Karma- 


' Source: The Grameen Bank, “Consolidated cumulative statement as of December, 
1998". 

* Source: BRAC, Dhaka 

* Source: Proshika, Dhaka 

* Source: ASA, “ASA at a glance (Up to December 1998)". Monthly monitoring 
report of ASA. 
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Sahayak Foundation (PKSF) reached 0.61 million*® borrowers. Other 
NGOs and government programmes serve the remaining borrowers." 
A total amount of Taka 37,083.74 million (US$ 772 million) was 
disbursed by Grameen Bank (Taka 19,119.4 million), BRAC (Taka 
8,340.15 million), Proshika (Taka 2,774 million), ASA (Taka 4,862.8 
million) and 148 small and medium MFIs financed by PKSF (Taka 
1,987.31 million) during 1998.’ The outstanding loans of these 
organisations at the end of December 1998 were Taka 36,654.69 
million (US$ 733 million), 

The microfinance institutions (MFIs) and NGOs in Bangladesh 
have been following basically two strategies — the microcredit 
programme as the only programme (Grameen Bank, ASA) or 
microcredit plus other non-lending services such as skills training, 
social awareness, education, health, agricultural development, etc. 
(BRAC, Proshika, RDRS). However, in the case of NGOs microcredit 
has gradually taken over the central role because of members’ demand 
for financial services and also because it offers the opportunity for 
financial viability to NGOs. Although the basic savings product, the 
mandatory weekly/monthly savings, and the basic loan product, the 
one-year loan, are similar, MFIs have started experimenting with new 
and varied savings and loan products. A number of variations have 
been introduced both in savings and credit programmes. Both 
strategies, ‘credit only’ and ‘credit plus’, have experienced 
tremendous success in terms of outreach and repayment performance 
(more than 95 percent). But as the terminology suggests, NGOs are 
increasingly becoming financial institutions. The interest rates vary 
between 18-30 percent and most NGOs charge nearly 30 percent, 
more than double the formal financial sector. Medium and large MFIs 


* PKSF, “Summary of PKSF’s Loan Programme, December 1998". 

© There may be a difference between the actual number of borrowers and the sum of 
the borrowers of each of the organisations mentioned here, because in some instances 
the same person might have borrowed from more than one source. 

* Compiled by the author based on the data from various MFIs. 
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have already demonstrated their ability to become operationally and 
financially viable. One critical aspect of the microcredit sector is the 
dependence of MFIs on grants for expanding their outreach. 
Gradually, the sector has been shifting towards a loan-based capital 
Structure due to the intervention of PKSF as well as due to the greater 
thrust on mobilisation of savings, But the limiting factor for further 
expansion of outreach — both horizontally and vertically — is still 
mainly the inadequacy of MFI resources. 


3.4 Microcredit Information of Banks, MFIs and NGOs 


The mobilisation of weekly savings is an important part of the 
microcredit programme. The net savings mobilised by 369 NGOs 
including BRAC, ASA, and Proshika at the end of June 1998 was 
Taka 4,288 million. An analysis of areas of disbursement by these 
369 NGOs shows that the loans are given mainly for common 
traditional activities in the rural economy. The major sectors are small 
businesses (42.13 percent), livestock (17.44 percent) and agriculture 
(12.19 percent). (See Table 4.1.) 

Banks take part in the poverty-alleviation programmes through a 
direct approach and through linkage with MFIs. During 1991-92 and 
1997-98 the collective cumulative disbursement of five banks (Sonali, 
Janata, Agrani, BKB, RAKUB) in the poverty-alleviation programmes 
amounted to Taka 4421.46 crore (see Table 4.2). It is encouraging 
that the recovery rates of some microcredit programmes (especially 
the programmes that were initiated during the last few years) are far 
better compared to the overall repayment situation of commercial 
banks. Most of these credit programmes share common features such 
as loans without collateral, disbursement through homogeneous 
groups, some mandatory savings, close supervision, etc, Some other 
banks like BASIC Bangladesh Limited, Employment Bank, Ansar 
VDP Bank, Cooperative Bank, etc. have some collateral-free credit 
programmes for the poor. In September 1998, the Employment Bank 
started its operation in Bangladesh with the objective of providing 
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credit supports to the educated unemployed youth for income 
generating activities. For loans of up to Taka 50,000, the Bank does 
not ask for any collateral. The Bank distributed Taka 6.4 million to 
315 clients up to February 28, 1999 [Ministry of Finance (1999)}, 

The clientele of collateral-free credit of MFIs comprises basically 
a large number of rural poor, the landless, unemployed youth, women 
and small entrepreneurs. Mostly, MFIs provide funds for non-farm 
activities and to some extent to agricultural activitics also. Grameen 
Bank is the first leading institution in Bangladesh to substitute material 
collateral with social collateral for its lending among the rural poor 
people. Their coverage in terms of number of members and areas is 
increasing day by day. The overall loan disbursement, outstanding loans 
and savings* of the MFIs increased by a substantial amount during the 
last few years. Some NGOs are also extending microcredit in urban 
areas, Until August 1999, Grameen Bank, the largest microcredit 
institution,’ had an outreach of 2.36 million members of which more 
than 2 million were women [Grameen Bank (1999)}, Out of the 495 
reported NGOs, 130 NGOs have credit programmes for urban people. 
However, 94.52 percent of their disbursements are concentrated in rural 
areas [CDF (1998)]. Among the notable MFIs, other than Grameen 
Bank, some of the largest NGOs in Bangladesh such as BRAC,"” ASA, 
Proshika, etc. are involved in the collateral-free credit activities in 
Bangladesh (see Table 4.3). 


* Up to August 1999, Grameen Bank members have mobilised savings amounting 
to Taka 9114.2 million and the Bank has disbursed 4 Joan amount of Tuka 1112391 
million, Up to December 1998, the NGOs (of 495 major institutions) have disbursed 
Taka 66565.50 million, Total active members were 7,864,004 of which outstanding 
borrowers were 5,415,490. Net savings of the members were Taka 5216.26 million 
of which about 70 percent is being used in revolving the loan fund. 

* Until August 1999, Grameen Bank hnd expanded its operation to 39,501 villages 
through its 1142 branches. 

© BRAC has 2,252,000 active members who saved a total of Taka 1996 million. Up 
to December 1998, it disbursed a cumulative loan amount of 25601 million to its 
members. All the figures are the maximum among the NGOs (CDF, 1998). 
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Among the microcredit institutions the performances of formal 
sector banks and governmental organisations are not that extensive 
and praiseworthy. Though the outreach, repayment performance, 
savings mobilisation of all the existing collateral-free credit 
programmes of NCBs, BKB and RAKUB are showing remarkable 
improvement, the overall performances of the banks and Government 
Organisations (GOs) in terms of outreach, involvement of funds, etc. 
are not yet comparable with those of Grameen Bank and other 
successful NGOs like BRAC, ASA, and others (see Table 4.4), 

Formal credit plays an even smaller role in crop production than 
in non-crop and rural non-farm production. Between 1983-84 and 
1993-94 crop GDP accounted for more than 72 percent of agricultural 
GDP, while crop credit accounted for only about 51 percent of total 
formal credit. But crop credit declined by 1.8 percent over this period 
and non-crop credit grew by 2.2 percent. Thus, rural production is 
still largely self-financed, Non-crop financing seems to be preferred 
over crop financing by formal sector banks because it is less risky 
[Khandker (1998)]. On the other side, MFIs’ credit seems to have a 
larger role than that of formal sector banks in agriculture in 
Bangladesh, and its role is growing. As of December 1998, out of the 
cumulative total disbursement of major NGOs of Taka 50858.86 
million, Taka 6336.05 million were disbursed as agricultural loans, 
This represents 12.46 percent of the total cumulative disbursement 
of loans of these institutions as compared to 12.19 percent in June 
1998 (CDF, 1998). Moreover, the important point is that all these 
loans are collateral-free and are maintaining good repayment rates. 

Following the success of the MFIs in the field of microcredit, 
banks have introduced a number of collateral-free programmes 
replicating the models of microfinance in their poverty-alleviation 
programmes, In some programmes they are directly lending by 
forming groups and in some other cases banks are providing funds 
to the NGOs for efficient disbursement. Though their overall 
performance is not as good as the MFIs, (see Table 4.5), still it has 
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been observed that the microcredit programmes of the banking sector 
that are based on the ‘group lending’ approach have been showing 
comparatively better results. The outreach and repayment 
performances of these programmes are also noteworthy. 

Most of the microcredit programmes of MFIs are maintaining 
very good repayment performances (see Table 4.6). Microcredits are 
mostly generating income, which is the basis for the good repayment 
performance from the borrowers’ side. From the point of view of the 
institutions, the main reasons are better loan sanctioning and strict 
supervision both by employees and at the group level. Moreover, the 
MFIs provide a number of support services like training, technical 
supports, etc., to their clients. Due to close supervision and monitoring 
the extent of credit diversion is very little. 


4. COMPARATIVE ANALYSIS OF SECULAR 
AND ISLAMIC NGOs 


4.1 Sample NGOs 


Islamic NGOs: there are only a few NGOs currently operating in 
Bangladesh that provide microfinancial services based on Islamic 
principles, This is a very recent phenomenon. Consequently, these 
NGOs are very small in terms of their membership. The Rural 
Development Scheme of Islami Bank Bangladesh Ltd. is the largest 
in this sector. We have selected five NGOs and RDS to make the 
comparison. Tables 4.7 and 4.8 provide basic information on 
membership, borrowers, savings, disbursement and the rate of 
recovery of these NGOs. 

Secular NGOs: for the sake of comparison, NGOs of similar size 
have been selected. However, these NGOs are relatively more 
experienced and have been operating in this sector for several years. 
For comparison of these two groups of NGOs the emphasis has been 
on the system and mode of operation of microfinance programmes, 
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Table 4.9 provides a comparative analysis of the microfinancial 
services of the two groups of NGOs. 


4.2 General Findings 


Islamic NGOs are late in coming to the field of rural development 
in general and microcredit/micro-investment in particular. On the 
other hand several hundred secular NGOs have been implementing 
microcredit programmes since the 1980s. Discussions with leaders 
of Islamic NGOs reveal that they were late to appreciate the role of 
NGOs and, in fact, had hostile opinions about the activities of secular 
NGOs. Gradually, some of them appreciated that credit programmes 
can be implemented by blending Islamic principles of investment 
and mechanisms for mobilising the poor, that is, the management 
practice of implementing microcredit programmes. 

Islamic NGOs have been managing mainly micro-investment/ 
microcredit programmes while secular NGOs are implementing other 
programmes like non-formal education, health and sanitation, etc,, 
mainly with the financial assistance of external donors. 

In their microcredit programmes both groups of NGOs follow the 
same selection criteria for their beneficiaries, In fact. Islamic NGOs 
follow the existing norms of selecting the poor in rural areas. 
Normally, families having a maximum of 0.5 acres of land are 
included in the programmes. 

Gender issues: the existing bias among NGOs is to include mostly 
women in their programmes. Islamic NGOs include both men and 
women. However, one Islamic NGO (Islamic Cultural Society) 
accepts men as members, and the Islami Bank accepts mainly women 
like secular NGOs, 

Microcredit mechanism: Islamic NGOs have basically copied 
the microcredit mechanism developed by the Grameen Bank followed 
by all NGOs in Bangladesh. However, there might be small variations 
introduced by each NGO to suit its own situation. The basic 
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mechanism is as follows: poor women and men are organised in 
groups who take responsibility for the repayment of each other's loans 
in the event of default. Groups meet once a week to make the 
transactions. deposit savings and loan instalments. 

One basic requirement for receiving a loan is to deposit a small 
amount of money as ‘compulsory savings’. Islamic NGOs also follow 
the same procedure because it gives poor members an opportunity to 
mobilise their own capital. It is a kind of cash collateral for the NGO 
and a part of the loan/investment operation may be financed by this 
fund. However, one important distinction may be noted here regarding 
payment of interest on members’ deposit. Secular NGOs pay a fixed 
rate of interest, 5-6 percent per annum, on the deposit. On the other 
hand, Islamic NGOs provide a variable rate similar to Islamic Banks. 
The rate is computed at the end of the year considering total income 
and expenses. 

Normally NGOs do not allow members to withdraw their savings 
deposits. Muslim Aid, however, does allow its members to withdraw 
their savings. 

The most significant difference between the Islamic NGOs and other 
NGOs centres on the issue of interest. Secular NGOs charge at the rate 
of 20-30 percent per annum on the cash credit provided to members. 
However, Islamic NGOs do not provide any cash by way of loan. They 
apply the concept of *bay‘ mu‘ajjal’ (sale on credit) and provide the 
commodity adding a certain percent of mark-up on the cost of the 
commodity. The rates vary among various organisations. For example, 
Islami Bank adds 12 percent and Muslim Aid Bangladesh adds 12.5 
percent on the cost over a period of one year. Since the payments by 
the members are made every week, when computed according to the 
method of finance the corresponding rate of interest would be 
approximately 24 percent and 25 percent respectively. 

The other terms and conditions of credit of these two groups of 
NGOs are similar. The loans are given for a period of one year and 
recovered in weekly instalments. The amount of loan for both groups 
of NGOs varies between Taka 3000 to Taka 10,000, 
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The activities financed by both groups of NGOs are the same, 
commonly available petty activities in rural areas, Examples are 
poultry and livestock rearing, petty trade, financing agricultural 
inputs, rural vehicles, housing materials, handlooms, etc. 

Sources of funds: common sources of funds for microcredit 
programmes are members’ savings, grants from external (Western) 
donors and currently from the Palli Karma-Sahayak Foundation 
(PKSF), an organisation established by the Government of 
Bangladesh to provide loans to successful NGOs. Islamic NGOs 
are fund starved although they have ample opportunity to expand 
and there is strong demand in rural areas for Islamic microfinancial 
services. Only Islami Bank has adequate resources to expand its 
microfinancial services. Four Islamic NGOs in the sample received 
some funds from PKSF. International Islamic donor agencies 
normally do not provide funds for microcredit. They are more 
interested in relief and rehabilitation programmes. Islamic NGOs 
also lack guidance for improving their management and professional 
skills. This makes Islamic NGOs followers rather than leaders in 
the sector. 

Future trends: both groups of NGOs will be focusing on two 
issues; expansion of programmes by accepting more and more 
members and achieving the financial viability of their programmes. 


5. COMPARATIVE ANALYSIS OF ISLAMI BANK 
BANGLADESH LIMITED AND BANK OF 
SMALL INDUSTRIES AND COMMERCE 
BANGLADESH LIMITED 


The microfinance programmes have so far been operated by the 
Grameen Bank, NGOs and some nationalised commercial banks. 
Private commercial banks have shied away from microfinance 
programmes, especially from directly organising the poor in rural 
areas, The main reasons are as follows: (i) this is not their mandate; 
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(ii) financial return in microcredit is pretty low; (iii) the banks do 
not have the outreach in rural areas to mobilise the poor, and (iv) the 
private banks do not have the right kind of human resources to manage 
microcredit programmes. 

The Islami Bank Bangladesh Limited (IBBL) is an exception in 
this respect. It has appreciated the benefit of microcredit programmes 
for poverty alleviation. At the same time it has recognised the need 
for the right kind of human resources for managing microcredit 
programmes. IBBL has a microcredit wing, separate from normal 
commercial banking with staff trained in the management of 
microcredit. It initiated its Rural Development Scheme (RDS), the 
formal name of its programme, in 1996. 

The major objectives of RDS are (i) to alleviate poverty; (ii) to 
expand the investment programme of the bank in rural farm and non- 
farm activities; (iii) to reduce and gradually eliminate usurious money 
lending, and (iv) to provide investment in housing in rural areas. The 
institutional mechanism of RDS is similar to the common microcredit 
programme. The poor beneficiaries (persons having less than 0.5 acre 
of land) are mobilised into groups, they meet once a week, repay the 
loan in weekly instalments, loans are free from collateral, and women 
outnumber men in receiving loans. But the striking difference is the 
mode of investment. RDS does not give credit in cash; it follows the 
Islamic mode of investment in implementing RDS. The main 
mechanisms are leasing (ijdrah), bay‘ mu'ajjal, hire-purchase, etc. 
Unlike many MFIs, RDS-IBBL provides credit for both farm and 
non-farm activities, for the purchase of tubewells and for building 
houses. Table 4.10 summarises the areas of investment, the maximum 
amount of loan, and the duration of the loan, etc. 

As outlined above, the duration of RDS credit varies between one 
to three years depending on the type of activity. Since loans under 
RDS-IBBL are in kind, it uses a mark-up on the cost of the product 
(cost plus mark-up). The mark-up is 12 percent. IBBL divides the 
income from RDS as follows: profit to the bank is 6 percent, the 
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supervision fund is 4 percent, and the risk fund is 2 percent. The 
equivalent rate of interest via the conventional method of interest 
computation is 24 percent. However, one significant difference of 
RDS-IBBL is that it rebates one fourth of mark-up income, i.e. 6 
percent to the borrower if his/her repayment is regular, That makes 
the rate of return of RDS-IBBL 18 percent, one of the lowest in the 
microcredit sector. Similar to other MFIs, RDS-IBBL prefers women 
as the main beneficiary of the programme, The minimum amount of 
savings in RDS is Taka 5, and members are free to save any amount 
since every member has to open a savings account in the Bank. There 
is no legal restriction for RDS regarding the mobilisation of savings 
since it is a bank programme. 

IBBL has more than 100 branches of which 45 have introduced 
RDS for poverty alleviation. Within two years of its operation RDS- 
IBBL had mobilised 12,115 members (80 percent are women) in 148 
villages. Until September 1998, it had disbursed Taka 105.3 million 
and outstanding loans amounted to Taka 36.5 million. The number 
of borrowers was 7,980. The rate of recovery was more than 96 
percent. The key indicators of the programme are summarised in 
Table 4.11. 

The areas of investment of RDS are given in Table 4.12. It appears 
that RDS is also investing in activities commonly financed by other 
MFls. However, RDS is new and small compared to the whole 
operation of the Bank, [BBL has a portfolio of Taka 15,000 million, 
but the outstanding loans under RDS amount to only Taka 36.5 
million, But it plans to reach 2000 villages by the year 2001 with an 
outstanding loan of Taka 2000 million, an average of Taka | million 
in each village, This would represent a substantial investment and 
commitment on the part of a private commercial bank. The 
institutional mechanism of credit delivery is similar to that of 
Grameen Bank and other MFIs. The important difference is that the 
Islamic modes of investment have been proven to be equally 
applicable in reaching'the poor. The duration and ceiling of loans are 
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slightly different than typical microcredit and sometimes overlap the 
microenterprise programme of some MFIs. 

The Bank of Small Industries and Commerce Bangladesh 
Limited (BASIC), a private bank, offers microcredit to the urban 
poor through linkage with non-governmental organisations (NGOs) 
with a view to facilitating their access to the formal financial market 
for the mobilisation of resources. BASIC’s microcredit programme 
is targeted at borrowers of urban and suburban areas, This is 
probably because it has 21 branches (as at the end of 1997) in urban 
centres, BASIC offers three types of financial services: (i) lending 
to the NGOs (wholesale lending); (ii) lending to the poor by bank 
management, and (iii) lending directly to the poor with NGOs 
providing non-financial services like group formation, monitoring 
and supervision in exchange for a supervision fee, The third 
approach is discussed here, This method of financial service by 
BASIC is a perfect match for both parties — BASIC not having its 
own microcredit outreach to mobilise the poor by its own staff and 
a particular NGO not having financial resources to provide 
microcredit to its members. 

In the case of BASIC, it provides microcredit to borrowers at the 
rate of 16 percent. BASIC receives 10.5 percent and the concerned 
NGO receives 5.5 percent as a supervision fee. The members repay 
in weekly instalments and the NGO repays the loan to BASIC in 
monthly instalments. Loans are disbursed by BASIC personnel and 
collected weekly by the NGO officials. 

BASIC Bangladesh has some credit programmes for small and 
cottage industries and for weaker sections of the urban areas (see 
Table 4.15), BASIC does not seek collateral up to Taka 50,000, BASIC 
is also serving a collateral-free programme under the Credit Guarantee 
scheme of Bangladesh Bank. Since inception, the Bank has disbursed 
Taka 694 million (up to March, 1999) of which 74 percent is 
distributed in the cottage and small industry sector. Up to December 
1998, the Bank's loan for poverty-alleviation programmes amounted 
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to Taka 122.42 million to the urban poor through direct approach 
and linkage with the NGOs. 

The two private banks are following two approaches: (i) mobilising 
and lending by its own staff, and (ii) lending to the members of NGOs, 
Both approaches seem to be working but the total commitment of 
funds will always be small compared to the total portfolio of the 
banks. It will require more time to make an informed judgement on 
the viability of private banks, microcredits given the relatively low 
rate of return of the microcredit programme. Besides, the management 
issue may become serious because two completely different types of 
activities are being conducted under the same roof. 


6. COMPARATIVE ANALYSIS OF MICROCREDIT 
SERVICES OF GOVERNMENT BANKS AND 
GOVERNMENTAL ORGANISATIONS (GOs) 


The collateral-free rural credit programmes under the banking 
sector got a big push in 1977 when the Special Agricultural Credit 
Programme or SACP (widely known as Taka 100 crore SACP) was 
launched throughout the country. All four nationalised commercial 
banks (NCBs) have been implementing the special credit programme 
without seeking collateral under this programme, Then, during the 
1990s, a number of collateral-free credit programmes for rural 
agricultural and off-farm activities with simplified procedures were 
initiated by the nationalised commercial banks and the agricultural 
development bank (BKB, RAKUB) of Bangladesh. It is noteworthy 
that most of their credit programmes are designed for comparatively 
higher income groups that seek collateral security, This small portion 
of bank collateral-free credit is mainly concentrated in the rural sector 
that consists of some project ioans (mainly channelled through 
government, donor agencies, etc.) and a portion of the agricultural 
credit of banks. At present, banks’ microcredit programmes and most 
of their agricultural crop loans are collateral free. 
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Sonali Bank, the largest public sector bank, has raised its 
agricultural loan disbursement'' by a considerable amount during 
the last few years and has undertaken some special programmes for 
the lower income groups of rural areas (see Table 4.16). In February 
1993, Sonali Bank initiated a special agricultural investment 
programme to support small investors in the agricultural sub-sectors 
like pond fishery, commercial poultry, cattle rearing, etc., with a close 
monitoring system. The programme seeks no collateral for the loan 
amount up to Taka 50,000 from their 230 selected branches. Up to 
December 1998, the recovery rate was 66 percent, and about 80 
percent of the total disbursements under this programme were 
collateral free, Other NCBs, Agrani Bank (see Table 4.17), and Janata 
Bank (see Table 4.18) also have a good number of collateral-free 
credit programmes for crop and non-crop activities. Of all the banks, 
BKB" is the prime source of agricultural credit. All of the crop loans 
and maximum portions of the rural credit of BKB are collateral free 
(see Table 4.19). The Bank targeted a distribution of total Taka 12500 
million as credit in the year 1998-99, RAKUB has a number of 
agricultural programmes for the rural areas of the Rajshahi division. 

Beside these institutions, the Palli Karma-Sahayak Foundation 
(PKSF) and Bangladesh Rural Development Board (BRDB) are also 
playing an important role. PKSF is widely treated as a ‘second tier’ 
microfinance organisation primarily lending to the MFIs for on- 
lending to final borrowers. It is mainly a government-initiated 
organisation supported both by the government and donor agencies 
for its operation. Until December 1998, PKSF disbursed loans of 
Taka 4682.835 million to 178 MFls. Another source of collateral- 


"' According to the Ministry of Finance source, in 1998, Sonali Bank distributed a 
total amount of Tuka 3935 million in the agricultural sector, which represented Taka, 
2868 million in the year 1997. 

” BKB is the biggest supplicr of agricultural credit with its share during 1986-91 
averaging about 60 percent of the total agricultural disbursement. The NCBs of 
Bangladesh supplied 25 percent during the period (ADB, 1993). 
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free microcredit is the ministries and directorates through which 
government channelled a considerable amount to the lower income 
groups. Among the government organisations, BRDB is playing a 
good role as a collateral-free credit delivery organisation. The main 
projects of BDRB have focused on poverty alleviation. BRDB 
distributed Taka 10303.7 million in 440 thanas'* from 1990-91 to 
1997-98 [Ministry of Finance (1999)]. 

Many studies have shown that the formal sector has little success 
in reaching the rural poor mainly because of high transaction costs 
both from their own as well as the borrowers’ point of view. Moreover, 
their interest rates are set between 10 to 14 percent, which is much 
lower than the 20 percent charged by Grameen Bank, and BRAC 
[Khandker (1998)]. These have been discouraging the formal financial 
institutions from providing large-scale agricultural and micro- 
financial services, and it is reflected in the insignificant percentage 
of investible funds of the formal institutions in their microcredit 
programmes. It is also observed that whatever amount has been 
involved or whatever microfinancial projects have been undertaken 
by the formal institutions, they are mostly donor-driven. 

In fact, after various financial sector reform measures, the share 
of NCBs and specialised banks (BKB and RAKUB) in rural as well 
as the microcredit market has been reduced. Because of high 
transaction costs and low repayment rates, these banks are not 
interested in undertaking such financing activities, In order to induct 
the banks in microcredit programmes through overcoming the above- 
mentioned problems, Bangladesh Bank has undertaken the initiative 
of encouraging the banks to establish linkage schemes (with the 
NGOs). Now, not only the NCBs and specialised banks, but also some 
of the PSBs"* have started linkage programmes with NGOs and all 
the programmes are running very well. In some cases, banks are found 


" Thana is a small administrative unit within a municipality. 
* Private sector banks. 
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to create an impediment to expansion of linkage programmes by 
asking collateral for providing funds to NGOs. 

Government owned specialised banks that mainly deal in project 
loans and crop loans in rural areas are facing a very difficult situation 
in regard to the repayment position. Their sources of funds are not 
their deposits, rather they depend heavily upon foreign aid and 
government allocation as well as borrowing from Bangladesh Bank. 
There have been frequent cases of rescheduling, waivers of interest, 
loan forgiveness, etc., and the default position of these banks is worse 
than the commercial banks in the areas of loan classification and 
provisioning. It is interesting that though NCBs had to extend a 
portion of loans for social considerations, PSBs" loan default position 
is not much different from that of NCBs. This implies that it has not 
been proved that privatisation can solve this problem in the banking 
sector. 


7. CONCLUSIONS AND POLICY IMPLICATIONS 


Bangladesh is a Muslim country with 130 million people who are 
suffering from high poverty and a low growth syndrome. A number 
of NGOs and governmental organisations (GOs) have been working 
diligently for the last 25 years to eliminate poverty in Bangladesh, 
Yet, there has been a very marginal gain in the poverty-alleviation 
exercise in Bangladesh, Islam looks upon poverty as a religious and 
social problem, which pushes 4 person to lowliness, sin and crime. 
Hence, why the Prophet (peace be upon him) sought Allah’s refuge 
from it: “O Allah, | seek Your refuge from poverty, insufficiency and 
lowliness” (Aba Dawid). It may even lead to killing an innocent 
soul. The Qur’an teaches us: “Kill not your children for fear of want, 
We shall provide sustenance for them as well as for you. Verily, the 
killing of them is a great sin” (17:31), The Prophet (peace be upon 
him) linked poverty to disbelief: “Poverty is almost like disbelief in 
God”. (al-Bayhaqi). So, poverty is 4 threat to man’s beliefs and 
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character and to the security and stability of society. This is why 
Islam focuses on poverty alleviation as priority number one. It is 
incumbent on society to confront poverty as a social threat by all 
possible means in order to establish a healthy community. 

Islam has enjoined upon the state as well as community to share 
the responsibility of eliminating poverty from society. The economic 
philosophy of Islam aims, at first, to eliminate poverty by providing 
basic human needs, narrowing the gap between the rich and the poor, 
and developing the resources of the earth for the welfare of human 
beings for whom everything in heaven and earth is made subservient. 
Within the boundaries of its economic philosophy, Islam has provided 
many ways to cure the problem of poverty. Some of these are the 
responsibility of the state, others are to be fulfilled by society and 
some are a shared obligation of both the state and society. 

Islam prescribes tackling the issue of poverty head on. It provides 
laws and the legal-institutional framework for the resolution of 
poverty. It suggests policies and various operational mechanisms to 
meet the basic needs of the affected groups. It simultaneously 
proposes short-run and long-run solutions. A comprehensive approach 
to the problem of poverty, on the one hand, suggests having a 
programme of well-targeted transfers and safety nets for those poor 
who are unable to work or suffer deprivation due to some reason, On 
the other hand, it suggests a strategy, which promotes the productive 
use of the poor’s most abundant asset, labour. This requires economic 
policies, market incentives, socio-political structure, and technology 
that are geared toward those ends. Simultaneously, the provision of 
social services like basic education, primary health care, and food 
and nutrition are critical in meeting the basic needs of the poor as 
well as ensuring their continued social health and productivity, Islam 
Views poverty as denigrating human dignity and preventing a human 
from fulfilling his duties in this world, 

Islamic NGOs should take a comprehensive approach, including 
creating the awareness of people about social problems and their 
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role in solving them. This is not a gender-based approach, especially 
focused on men or women. The focus of Islamic NGOs will be family, 
even when a recipient of the project turns out to be a woman. Such 
NGOs should have a proportionate balance between men and women 
beneficiaries, Islamic NGOs should try to reach the hard-core, which 
secular NGOs have failed to reach. Christian missionaries have 
targeted these hard-core poor by providing them with food, shelter 
and education. Islamic NGOs should evolve into a social movement 
by bringing welfare to the grass-roots. 

Islamic NGOs should make a genuine effort to utilise mosques 
and involve the ‘ulama’ and those who are committed to Islam. The 
‘ulama’ need a new orientation that brings them face-to-face with 
the realities of the modern-day world. Their religious identity, with a 
practical social orientation, will help to restore the confidence in 
Islam in general and in those who are supposed to be at the vanguard 
of Islam in particular. Islamic NGOs should try to be self-financed 
by developing a savings habit among its beneficiaries, They should 
emphasise rural savings as part of their long-term programme of 
poverty alleviation, Loan disbursement and savings mobilisation 
should not be the only objectives; they should also provide meaningful 
basic Islamic education to their beneficiaries. 

Riba, a major sin in Islam, has penetrated the whole fabric of 
Bangladeshi society through the microfinance activities of secular 
NGOs, Islamic NGOs should, as a long-term mission, replace interest- 
based microfinance activities by Shari‘ah-approved lending 
mechanisms. By mobilising zaka@h funds and fund-raising, Islamic 
NGOs should be able to make a significant dent in the longer-term 
goal of eradicating poverty and usury and interest in Bangladesh. 
The NGOs should gradually incorporate mudarabah and musharakah 
mechanisms to attract investments from well-to-do Muslims, and 
integrate them in the whole process of poverty alleviation, 

The government should help Islamic NGOs by giving them 
interest-free loans, which they can invest in various activities designed 
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to benefit the poor. The government of Bangladesh should as a policy 
promote means to eradicate ribd from society to save it from the long- 
term negative impact of riba on economic growth and development. 
The government can at least provide finances from its zakah funds to 
Islamic NGOs so that they can provide microfinancial services in 
Shari ‘ah-approved ways to the needy and poor. A study by Hassan and 
Ahmed (1998) has shown that in Bangladesh zakah funds can replace 
the government budgetary expenditures in an amount anywhere from 
21 percent of annual development funds (ADP) in 1983/84 to 35 percent 
of ADP in 1994/95, This amounts to 649 crore Taka in 1983/84 to 
3,479 crore in 1994/95. The government can use this amount of money 
in other developmental or social expenditures either by itself or giving 
them to Islamic NGOs, Because of its fixed and recurrent nature, zakdh 
allows the government to make a long-term strategy in combating 
poverty. In spending zakah funds, priority should be given to the poor 
in the same region from which it has been collected. This creates a 
healthy feeling of solidarity between the rich and the poor of that region, 

We should also remember that Islam puts more emphasis on the 
role of society in easing poverty than on the role of the state, because 
it desires it to be a form of voluntary worship that cements brotherly 
relations between believers and because society is closer to the needy 
than the government. Islam instructs Muslims to take care of their 
close relatives, The Prophet (peace be upon him) says: “The hand of 
the giver is the upper one, and start with your dependents: your mother, 
father, sisters and brothers, then the nearest of kin.” [Sunan al-Nasda ‘7, 
Vol. 5, Beirut, Dar al-Fikr, p. 61}. Imim Abii Hanifah made it 
obligatory on a Muslim to support the needy among his close relatives 
even if they were nonbelievers. It is allowed for the ruler to fix a certain 
amount of money on a man who refuses to support his needy relatives, 
especially his parents and minor sisters and brothers. 

A regulatory body is essential to monitor the activities of MFIs in 
Bangladesh. A mechanism could also be introduced to assess the 
performance of MFIs. A microcredit rating committee or organisation 
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could be helpful in this regard. But an independent and professional 
team of assessors must do the credit rating and risk assessment, The 
rating would help the best performers to obtain access to the resources 
of the formal financial institutions, government and donor community. 
Moreover, an intermediary guarantee issued for a loan or line of credit 
to MFIs for on-lending can help greatly to raise a higher proportion 
of funds by MFIs from the banking sector, A guarantee service in the 
form of insurance could also be an essential element to protect the 
assets of MFIs, Compulsory deposit insurance for MFIs might also 
be helpful in taking care of the interests of small savers. 
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Table 4.1: Sector-wise Distribution of Loans of 369 NGOs 
including ASA, BRAC and PROSHIKA 


[ Sector | “e of Disbursement 
(Datil June 1998) 

Agriculture 1 12.19 TI 
Fisheries | 433 
Food processing 10.17 
Small business 42.13 
Cottage industries 28) 
Transport 3.39 
Housing 1.49 
Health 051 
Education : 0.04 
Livestock 17.94 
Others 4.81 
Total 100.00 

= 


Source: Credit and Development Forum (CDF), 1998. 


Table 4.2: Cumulative Disbursement of Banks, 
Microcredit (Taka in Million) 
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Table 4.3: Growth of the Collateral-free Microcredit 
Programme of BRAC, ASA and PROSHIKA 
(December 1997 and December 1998) 


r - T 


BRAC ASA PROSHIKA 


q | Dec.97 | Dec.98 | Dec.97  Dec.98 | Dec.97 | Dec98 _ 
Loan 21607 | 29955 | 72634 | 135591) 5406.1 | 8185.2 
Disbursement 

| (Taka in Million) 

| Total Members 2011417) 2484045) 805631 | #94119 | 1231883| 1242867 

| Net Savings 1750 2237 721.0 | 10811 | 105 | 47 
(Taka in Million) 

Total Outstanding | 3686 4921.1 | 1566.9 | 2218.5 | 2090 | 2678.9 
(Taka in Million) i L 


Source; CDP Statistics, 1997-98 


Table 4.4: Disbursement of Credit for Poverty Alleviation 
by MFIs, Banks and GOs (Taka in Million) 


June 1998 % of Total 

(Cumulative) 

SS — eS te | 

| GOs 16063.40 115 

| NGOs $3644.0 25.89 
Banks 39289,80 18.97 
Grameen Bank OBIT 47.39 
Total 


207 168.3 100.00 


Source: Ministry of Finance, 1999 and CDF Statistics, 1998. 
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Table 4.5: Recovery Performance of the Microcredit 
Programmes of NCBs and GOs 


Name of Bank/Organisation Recovery Rate as % 


(up to June, 1998) 
Sonali 88.94 
Agrani 99.21 
Janata 80.15 
BKB 7LS8 
RAKUB $1.99 
BRDB 87.81 


Ministry of Youth & Sports 68.53 


Source; Ministry of Finance, 1999, 


Table 4.6: Recovery Performance of Some 
NGOs and Grameen Bank 


—— 
_ NGO/GE 


| BRAC 
ASA 
PROSHIKA 
Total of all NGOs 
; Grameen Bank 


Source: CDF Statistics, 1998 and Grameen Bank (1999). 


** Recovery rate up to August 1999, 
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Table 4.7: Membership and Savings Information of NGOs 
Under the Study (end of June 1999) 


1992 
12,077,000 1996 
1993 


1995 


1991 


1992 


Source: Annual Reports of Respective NGOs 
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Table 4.9: Comparative Analysis of the Two Groups of NGOs 


can owe & masimum of 0S Members can own @ 


acres of land. maximum of 0.5 acres of 

Islami Bank also includes land. 

marginal farmers having a 

maximum of 1.5 acres of land. 

Land ownership criteria Land ownership critena 

Rural area Rural area 

Both men and women are Normally, women are 

included in the groups. preferred by NGOs to form 

One NGO within the sample groups, although a small 

works only with men. The percentage (5-10 percent) 

clear bias is to accept men of members are men. One 

bot Islami Bank prefers NGO within the present 

women. sample of NGOs works 
only with women. 

Mainly micro-investment © Mainly microcredit 


© Non-formal Education 
@ Water und sanitation 


5 to 30 members per 5 to 4) members per 

groupysociety group! society 

weekly/monthly weekly/monthly 
Terms and conditions of savings 

Taka 5-10 per week Taka 5-10 per week 

Variable: 5-6 percent per | 5-6 percent per annum 

anoum 

None None 

Members are allowed to Members are allowed to 

withdraw @ certain withdraw 4 certain 

percentage of savings. percentage of savings. 
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Table 4.9: Continued 


Taka 15,000 (Islami Bank). 
One year. 


12-15.5% mark-up (24-25%) 
rate of interest 
Weekly instalments 
Islamic mode of investment 
is used — mainly bay’ 
mu‘ajal (sale on credit.) 
Common activities available 
in rural areas especially 
petty trading, rearing poultry 
and livestock, agricultural 
input, shopkeeping, rural 
vehicles, 
Only one loan at a time. 


© Members Savings (in 
case of Islami Bank — 
depositors’ savings). 

 PKSF. 

_ Expansion. 

Financial viability. 


: 


Only one loan at a Gime, 
© Members* savings. 

* PKSF. 

© International donors. 


Expansion. 
Financial viubility. 
Institutional strengthening. 


Institutional strengthening. 


Source: Survey of 12 Secular and Islamic NGOs. 
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Table 4.10; Area of Investment, Loan Ceiling and Duration of Loan from Rural 
Development Scheme of Islamic Bank Bangladesh Limited (RDS-IBBL) 


Area Upper Ceiling) Duration Other Conditions 


m7 (Taka) 
Crop production 10,000 One year 21 selected crops 
Fisheries 25,000 Max. 3 years | — 
ferigation 5,000 Max. | year -- 
Agricultural 25,000 Max. 3 years | Equity 10% 
Equipment : 
Non-farm activities 10,000 Max. f year 343 items; weekly repayment 
Rural Transport 5,000 Max. 2 years | Weekly repayment 
Tubewell 3,000 Max. 3 years At least 2d time borrower 
Housing Materials 15,000 Max. 3 Years | At least 3nd time borrower 


‘Source: RDS, IBBL, October 1998 


Table 4.11: Key Indicators of RDS of IBBL (September 1998) 


Number of Branches (#) 45 
Villages covered (#) 148 
Number of centres (#) 

Groups (7) 


Members (#) 

Borrowers (#) 

Cumulative disbursement (Taka million) since 1996 
Loan outstanding (Taka million) 

Rate of recovery 


Source: RDS-IBBL, 1998 


Table 4.12; Area of Investment of RDS (until November 1998) 
Number | Areas of Investment Cumulative Number Cumulative Disbursement 


\_ et clients | (Taka in million) 

1 Agriculture 2,385 15.09 
2 Manufacturing $51 3.95 
3 Services 1,572 9.69 
4 Trade 6,674 42.40 
5 ) 2,012 13.75 
6 Small Vendors 191 1.26 
7 Nursery 7S 0.5) 
8 Livestock $413 35.98 

Total 18,879 L 122.63 


Source: RDS, IBBL, November 1998 
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Table 4.13: A Comparison of SIBL and 
Non-Banking FIs and NGOs 


SIBL Approach 


. Microcredit for empowering family: 


. No ceiling and floor: microcredit 


|. Financial Accountability subject to 


ensuring joint liability of wife and 
husband in case of lending to family, 
or groups of families without 
collateral. 

2. 
covers hard-core poor also (Le, street 
children in the urban slum and is 
tailor-made) 


. Credit linked to culture as rooted in 3, 


Islamic values provisioning for 
perpetual social capital accumulation, 


. Credit provisioning on a nominal 4, 


profit or non-profit basis (ic. Mat rate 
9% and public health credit @ 6% per 
annum. At present Formal Banking 
expected profit/return rate varies from 
16% wl8%, 


. In the event of loss (due to factors 5. 


beyond control) there is a provision 

for sharing the Joss and Social 
subsidy ont of “social fund". 

Providing Deposit Savings and 6. 
Investment services and schemes 
up-scale their operations. 


. Assisting microcredit/enterprises with 7, 


provision for credit access to the 
formal Banking of SIBL, thereby, 
allowing the poor to cross the 

frontiers of non-formal Banking. 


. Credit based on depositors funds, and = 8, 


no external grant/loun. 


. Recovery of loan about 97% 9, 


(confirmed by External Auditor). 

10, 
scrutiny by Statutory External 

Auditors and Central Bank. 
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. Microcredit for decomposing and 


Non-Banking Financial Institutions | 
and NGO Approach 


eventual disintegration of the family, For 
example: Grameen Bank's credit 
empowers women as opposed fo man 
(Le. over 95% of its clients are women). 
Main criterion for membership in many 
NGO's disbursing loans is a ceiling on a 
land holding of no more than half an 
acre and no less real in practice and a 
floor o0 the level of income. 

Credit is interest based, not in 
conformity with the Sharf‘ah. 


Interest rate 25% to 35% for the poor, In 
many cases defaulters are forced to sell 
their meagre assets of to go to local 
moneylenders who could charge up to 
120% interest. 


There is no such provision of sharing for 
Joxses, rather there are reports of ruthless 
force used towards defaulters. 


This facility is Himited in scope and 
coverage, 


Working on the threshold and does not 
provide credit access to formal Banking. 


75-100% based on external grant, 
Recovery reported to be 95-97%, 


‘They are not subject to such control, 


Islamic Economic Instinutions and the Elimination of Poverty 


Table 4.14: Microfinance and 
Developmental Activities of SIBL 


a. Family Claster-wise Savings and Investment Projects for Microcredit Programme 
Under Family Empowerment Social Financing Schemes: 


2000 
1996 __199))__ it May 
4,426,408 7,259,946 ‘8,291,883 
27,994,834 47,502,370 $3,332,410 91% 
15,181,245 31,872,089 38,681,261 _ 
14,610,770 30123897 35,681,874 144% 
96.24% 95% 92% a 


13,153,609 17,378,473 —-:17,650,536 _ 


SS7,718 16,369,636 = 24,566,202 44AG 
SS57,718 2,430,489 5A38,951 — 

$,01,.200 = 2,061,655 6,924,364 1282% 
9% 85% 100% _ 
56,518 14,307,981 17,641,838 _ 
13,210,127 31,686,484 = 35,292,374 _ 
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Table 4.15: Collateral-free Credit of BASIC 
Bank as at 30th September, 1999 


1 Microcredit — 1226.80 _— 687,00 — 
Credit Guarantee Scheme of Bangladesh Bank 
l 1M, Rahman 1.60 0.08 214 i 

& Company 

2 Capital 4.00 1.63 241 1.43 
Board Mills 

3 Shikha 8.00 6.51 3.74 0.54 
Chemicals 
Complex 


Source: BASIC Bank, 1999 
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Table 4.16; Collateral-free Credit of 
Sonali Bank (as at 30.06.99) 
[Nol Project's Name Disburs- Recovery Outstan- Arrea (Arrears! | No of Reco- A 
ement fing” Over very Loun 
> sere ls Sine 


| 
— + io 
1 Rural Poor 2665.7 2205.6 | ail : 26.6 $33140 


Cooperative : 
(ADB-supported) ; : 

2 RDP-9 (BEC- 4413 384.1 113.7 28.9 88260 93 5 
posing : 

3 RD-2RPPICIDA. 198.4 1884 128.6 «128.6 66133 60 3 
| supported) | . 

4 | SWRDP (IFAD- 223) 21) 227) 227] 7433) so} 3 
supported) 

5 NWRDP (ADB- 167.1) 148.8 > S58) 55.8 $5700 75 3 
supported) : i : 


6 SIRDP (ADB. $4.4) 69,0 38.0 | 38.0 18133 64 «(3 
supported) : 
7 IRWDP (100% SB) 10234 845.0 2608 522 | 204680 94 § 


finance) ; ; 
Crop lending 6892.6 6340.2 4104.1 | 2878.8 | 1378520) 69 = 5§ 
(100% SB 
supported) : 
9 |TCCA Shrimp 107.1 83.6 9 42 21420) 94) 5 
(100% SB : 

supported) : 
Sub Total 11572.3 10285.8 | 5366.7 | 3235.8 | 2373419 
10) Agro-based micro} 587.8 370.5 366.8 | 1585 | 23512) 70 | 25 
enterprises 

11 Swanirvar credit 4074) 31d 399.3) 3425 81480) 48 | 5 


174.8) 118.6 138.3 


35.9 277 127 


(Continued on p. 165) 


112.0 
118966 
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Source: Agrani Bank, 1999 


Table 4.18: Collateral-free Credit of Janata Bank (1998-1999) 


NGO i| 7500) - | 73.00 = 
B. Crop, | #773R.00/ 76812.80 3107.03 a 17064.76 $1 
Source: Janata Bank, 1999, = 
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Table 4.19: Collateral-free Credit of Bangladesh 
Krishi Bank (1998-1999) 


2973758 
25354 
1672065 733218 
841205 333434 | 332697 
17973 7129 10257 
10689 $222 10801 
2895 1992 
14652) W821 
69499 12063 
2373 


COMMENTS 
= 


Abuthasan M. Sadeq* 


1, INTRODUCTION 


T= authors deserve credit for an interesting and informative 
paper, which examines the microfinancial services of secular 
and Islamic NGOs and some other organisations that deal with 
microcredit, and also compares their performances. In doing this, 
the paper discusses the role of microcredit in Bangladesh, reviews 
the studies and literature on NGO activities with special reference 
to their methodologies, highlights the microcredit programmes for 
the poor in Bangladesh, and then provides a comparative analysis 
of secular and Islamic NGOs, and of some private and public sector 
banks and organisations. We shall make an attempt not only to 
make some comments on the paper but also to contribute by adding 
some important aspects of microcredit in the Bangladesh scenario, 
which have not been covered in the paper under discussion. 
There have been three different approaches to the critical 
evaluation of microcredit in the context of Bangladesh: the 


* International Islamic University, Malaysia. 
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mainstream approach, the left-oriented approach, and the socio- 
cultural approach. The paper under discussion deals mainly with the 
positive aspect of the mainstream approach, both in its literature 
review and its own analysis, while the negative side has been 
marginalised, About one-third of the paper has been allocated to the 
literature review, mostly to report the methods taken in these studies 
and their findings. What is missing in most of the cases is a critical 
evaluation of the studies, In some cases, only their methods of analysis 
have been reported, without reporting their findings. Furthermore, 
the other two approaches, namely, the left-oriented approach and the 
socio-cultural approach, have not been reviewed, '° although the socio- 
cultural approach is very much relevant in our context. [t would be 
useful to take care of this gap in the paper, 


1.1 Microcredit, Poverty Alleviation and the Quality of Life 


According to the authors, “the innovative microcredit 
programmes run by the famous Grameen Bank and hundreds of 
NGOs have contributed to improving the quality of life of millions 
of people”. In the valuation of microcredit, it is probably the most 
important point to make and to examine whether it has really been 
able to contribute to poverty alleviation and the improvement of 
human life, The space allocated to this aspect seems to be less than 
what is needed and the point not really substantiated. This aspect 
could be usefully developed by some supporting data. Therefore, 
we provide in Table 4.20 some data from a performance study of 
an NGO, namely, BRAC.” 


© The issue of women empowerment has, however, been covered, which has both 
an economic as well as socio-cultural dimension. 

‘7 See David Hulme and Paul Mosley, Finance Against Poverty. London: Routledge, 
1966, p. 134. 
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Table 4.20: Monthly Income Changes ‘before and after 
the Last Loan’ and at the time of Interview 


Borrower Average Average © T% increase l% increase 

Group monthly monthly increase adjusted by adjusted by 
income income (nominal) rural retail price 
“before” ‘now consumer index 

/ (Taka) (Taka) _ price index : 

———— . + 

|Firsetime borrowers | 1.575 | 1792 | 138 | 66 | Lt 

| Third-time borrowers 1401 1.679 19.8 12.3 : 64 


j All borrowers 1513 1,752 15.8 8.6 : 28 


Source: Prepared from Tables 12.16 wnd 12.17 from David Halme and Paul Mosley, Finawe 
Against Poverty, London: Routledge, 1966, p. 134. 


As one can see from Table 4.20, the income of borrowers has 
increased, but quite marginally, which cannot possibly make any 
Significant contribution in poverty alleviation and in improving 
quality of life. Many studies highlight such positive effects of 
microcredit on income, although the effects are not substantial. 

However, such claims of the positive income effects of microcredit 
have also been disputed by many others. For example, a reputed 
economist of Bangladesh, Dr. Khaliquzzaman, has been reported to 
have said, “these fashionably named projects — poverty elimination 
project and the project to augment the production ability of the poor 
etc. — have not brought about any change in the economic structure” 
in Bangladesh.'* According to Adity Chowdhury, nowhere has BRAC 
(a large microcredit provider) been successful in changing the socio- 
economic conditions of the poor, rather “with its superior resources, 
BRAC has become a new elite in the village, taking the place of 
political parties without a strong programme to defend its activities.”!” 


bad See § Syed Serajul Islam, “Impact of Technology and NGOs on Social Development: 
The Case of Bangladesh”, Journal of South Asian and Middle Eastern Studies, Vol, 
XXI, No, 2, 1998, p. 64. 

 Adity Chowdhury, Let Grassroots Speak: People's Participation, Self Help Groups 
and NGOs in Bangladesh, Dhaka: University Press Lid., p. 109. 
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Another point deserves attention in this area, Although poverty 
alleviation is a declared agenda of microcredit, it rarely reaches the 
poorest of the poor in the country. Ironically, microcredit reaches the 
better-off section of the poor, and not the poorest of the poor. Sometimes 
the programmes include as high as 20 percent - 30 percent non-target 
group members. It is difficult to understand why the poorest of the 
poor are excluded from microfinance. The reason is not expected to be 
non-availability of collateral, since microcredit is provided mostly with 
non-material collateral, which is even stronger than material collateral 
and is equally accessible to the poorest of the poor. 

Thus, the point made in the paper under discussion about the 
positive effect of microcredit on the quality of life of millions of 
people probably cannot be taken without reservation and qualification, 


1.2 Self-employment, Self-sufficiency, or Perpetual 
Dependence on Credit? 


According to the paper, microcredit is an effective instrument for 
creating self-employment. It is a conscious effort to mobilise local 
resources by mandatory group savings, which should save the poor 
from the burden of indebtedness, However, some people may question 
this and the long-term implications of microcredit. Microcredit does 
not make the borrowers self-sufficient, but rather it seems to have 
trapped the borrowers into the vicious circle of loan and indebtedness. 
The loan given to the poor is rarely sufficient to finance an economic 
activity properly so that the borrowers can stand on their own feet. 
They are in need of credit continuously, without which they cannot 
survive. The credit trap makes the borrowers so dependent on credit 
that they will be even more vulnerable without it. One may probably 
also question the sincerity of NGOs in making the borrowers self- 
sufficient and in their poverty-alleviation agenda when they charge 
30 percent interest on their loans, while they pay only 5-6 percent 
interest on the forced savings of the microcredit borrowers. What is 
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the rationale or justification for this practice? It amounts to receiving 
from others in full measure, while paying less to them, which is 
condemned in Islam” and probably so in any rational mind. 


1.3 Microcredit Without Collateral? 


It is a general notion, as mentioned in the paper under discussion 
that microcredit is advanced without charging collateral security for 
loans. The issue is not as simple as it appears. We need to differentiate 
between material collateral and non-material collateral and examine 
the phenomenon, 

Material Collateral: the general belief is that microcredit is free 
of material collateral. This is not necessarily true and one must qualify 
this view. This is for two reasons. First, each and every member 
(receiver of microcredit) must save a certain amount and must deposit 
it with the respective MFI, which cannot be withdrawn. Obviously 
the mandatory savings work as a collateral. Second, sometimes assets, 
for example, furniture, appliances, etc., are pledged as collateral. 
Third, some MFIs require formal collateral to provide credit. For 
example, Grameen Bank, the inventor of microcredit, requires 
material collateral for advancing credit amounting to a certain 
magnitude, which is termed as the Grameen Fund. 

Non-material Collateral: some collateral is non-material in 
nature. First, group pressure or peer pressure works as a strong non- 
material collateral in microcredit. A member can get credit only and 
only when all members are up-to-date in loan payment and all 
members are liable if any member becomes a defaulter. Thus, the 
group liability and group pressure constitutes a non-material 
collateral. Second, personal guarantees from friends, relatives or other 
respected persons of the locality are also accepted as a sort of 
collateral by MFIs. Therefore, microcredit is not really collateral 


» Al-Qur’dn (83:1-3) 
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free. It requires collateral, whatever its form might be. However, we 
must acknowledge that most of these collateral are accessible to the 
target group of population to obtain loans from MFls, which may 
not be available for loans from the formal sector. 


1.4 High Recovery Performance? 


A general understanding about microcredit is that its recovery 
and repayment rate is very high (90-95 percent), which is very 
encouraging, This is seen as an element of success of microcredit. 
However, on deeper scrutiny, the picture does not seem to be so 
impressive. Some informal interviews by us with a cross-section of 
people dealing in some way or other with microcredit, reveal some 
interesting facts, 

First, microcredit is taken from multiple agencies. When a 
recipient of microcredit is unable to pay back the loan, he/she takes 
a Joan from another MFI and pays back the earlier loan. In this case, 
the recovery is zero in the true sense of the term, since the credit has 
merely been transferred from one MFI to another. Second, often loans 
are repaid by taking loans from rural moneylenders, who charge 
exorbitant rates of interest. This loan is then used to repay the 
microcredit of the respective MFI, and then credit is taken once again 
from the same MFI, which is paid back to the moneylenders, In the 
record of the MFI, there is a full recovery which is not so in reality. 
Third, in some cases, MFIs renew credit to the defaulters, It is 
considered that the loan has been repaid and then a new credit has 
been extended, The book of accounts shows a full recovery of credit, 
which is not really so in reality. Fourth, in some cases, the debtors 
sell their scarce properties to repay the loans due to group pressure 
and to avoid public embarrassment, In such cases, the repayment is 
obviously not a proof of performing microcredit. 

Besides, it is a fact that the recovery rate of rural credit is better 
even for other commercial banks and, thus, the good performance in 
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rural recovery is not specific to MFIs, Thus, the reported high recovery 
rate of loans is questionable, although one must acknowledge the 
fact that group pressure and close supervision may contribute 
positively to loan recovery. which is specific to supervisory MFIs. 


1.5 Dependence on External Donations and Extremely 
High Administrative Costs 


As mentioned in the paper under discussion, secular NGOs depend 
heavily on external donations. Although the authors have not provided 
any supporting data for this, we can substantiate this by evidence, 
which is alarming. A World Bank report states: “A micro-sample 
survey of budgets of ten leading local and international development 
NGOs in Bangladesh indicates that, in 1990-91, foreign sources 
accounted for 94 per cent of the total budget amount of US$5.3m 
(Tk. 189.4m)."' Accordingly, NGOs are considered as competitors 
of the government for scarce foreign assistance.” During 1992 to 
1994, the disbursement of official aid to NGOs as a percentage of 
total Official Development Aid (ODA) was about I! percent, which 
obviously presents NGOs as competitors of the Bangladesh 
Government in availing themselves of scarce external resources.” 

This phenomenon raises a question, which is as follows, The 
secular NGOs advance a huge amount of credit, charge a very high 
rate of interest (30 percent), and the recovery rate is extremely high 
(95 percent). Thus, the NGOs should earn a very large amount of 
income from its own sources (along with foreign assistance received 
in the first few years). Then, why are the NGOs so dependent 
continuously on external donations? The paper under discussion 
seems to have overlooked such questions. The answer may possibly 


» World Bank. Bangladesh: Pursuing Common Goals, Dhaka; University Press 
Lud, 1996, p. 43. 

= fbid., p. 46 

* Ibid, p. 45, 
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be found in another fact, which too has not been covered in the paper, 
and that is the unusually high administrative cost of NGO activities. 
According to one study, the breakdown of NGO funds is as shown in 
Table 4.21, 


Table 4.21: Expenditure of NGO Funds 


Heads of Expenditure Percentage of NGO 
; Funds Spent on: 
; Salary and allowances of foreign staff 70 

Salary of Bangladeshi staff ; 18 

Office and establishment 10 

Spent for the target group (poor) 5 

Total 100 


Source: Table prepared from information in Syed Serajul Islam, op. cit. p, 64. 


It is alarming to note that a paltry amount of 5 percent is spent on 
the poor people, for whom the donations and funds are really meant in 
the first place. If this is true, it is really a matter of concern, which 
probably explains at least partially the dependence of NGOs on foreign 
donations despite their supposedly high interest income.* Besides, 
complaints have been raised about corruption in the use of NGO funds.” 
It seems that the NGOs are not transparent in the use of their funds and 


™ Syed Serajul Islam, op. cit., p. 64, cited from Nuruzzaman, “NGOs — The Web of 
Neo Colonialism, Aid Merchant Buying Up Sonar Bangla", Jmpact International, 
London, July 1994, p. 8, 

* Several other studies exist in this area. For example, a study compares a 
government rural development programme, BRDB, with an NGO, BRAC, with 
Tespect to cost per member, and finds that the cost per group member in BRAC is 
Tk. 963 while the same for BRDB is only Tk. 173. See B. Sen, “NGOs in 
Bangladesh Agriculture: An Exploratory Study”. UNDP: Bangladesh Agriculture 
Sector Review, 1988. 

* Muhammad Enamul Hoque Jalalabadi, NGO der Shorojontrer Koboley 
Bangladesh (Bangladesh Under the Conspiracy of NGOs), Dhaka: Nasima 
Publications, 1999, p. 270. 
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accounts, as reflected in a World Bank recommendation, *.,. NGOs 
should be fully transparent as to their sources and uses of funds.” 


1.6 Microcredit to Women and Women Empowerment. 


Illiteracy and poverty make women vulnerable in rural Bangladesh. 
Their status in the family and society is quite miserable. In this 
scenario, microcredit advanced to women” is claimed to have 
contributed to women empowerment. Access to credit, income 
generation and the resulting economic role and power have improved 
the role and status of women in the family and society. The paper 
under discussion has rightly pointed this out. 

This has, however, implications in two dimensions: economic and 
socio-cultural, which has received very little attention in the paper. 
The socio-cultural implications will be covered later under the section 
on the socio-cultural implications of microcredit. On the economic 
side, some authors question the wisdom of selecting women for 
microcredit, in order to create job opportunities for women, when 
the unemployment rate is very high in the country.” A question is 
asked in this context: if the NGOs are sincerely interested in increasing 
the income of women, why do they not create a situation where the 
women could work together with their husbands?” This means that 
women get loans for economic activity when men are sitting at home 
unemployed. Probably this is the reason why in some cases women 
obtain the loans, which are really spent by men.”’ But, as the loans 


” World Bank. op. cit., p. 66- 

* 549 NGOs deal only with women for microcredit. See World Bank, op. cit, p. 12. 
* Muhammad Nuruzzaman, Bangladesh NGO Uponibeshbader Durbheddo Jaley 
(Bangladesh in the Web of Creeping Colonialism of NGOs). Dhaka: The Centre for 
Bangladesh Studies, 1997, p. 40. 

© thid., p. 40. 

" This is based on informal interviews by the present author (the discussant) with a 
cross-section of people, 


177 


Islamic Economic Institutions and the Elimination of Poverty 


are sanctioned for women, they are the ones who are required to 
attend weekly meetings and are responsible for repaying the loans. 
In such cases, women are obviously more vulnerable and are in an 
embarrassing situation since they do not have control over the money, 
but they are the ones who are to face the officers and members for 
repayments, However, in most cases, women seem to use loan money, 
even if some male members are unemployed in the family, which 
brings about a change in the power structure in the family, leading to 
women’s empowerment. 


1.7 Islamic NGOs 


The rural people of Bangladesh are religious and try to follow 
Islamic values and imperatives in their lives. They have all along 
rejected ribd, except for some hard core poor obtaining loans from 
moneylenders. Now, with the introduction of microcredit facilities, 
the entire rural population is becoming trapped in the web of riba, 
which the Islamists find difficult to swallow. The only feasible 
alternative in the foreseeable future seems to be the Islamic NGOs 
and/or the Islamisation of microfinance. Luckily, such Islamic NGOs 
have already emerged in the recent past. 

As mentioned earlier, an important contribution of the paper under 
discussion is its coverage of Islamic NGOs, which has not been 
highlighted by other studies. The paper compares Islamic NGOs with 
secular NGOs in terms of their operation and performance. To us, 
they are not really comparable, since secular NGOs have a long 
experience of interest-based operations, while Islamic NGOs are new 
in their operations using Islamic principles of financing which are 
new in rural financing, although they follow similar methods of group 
financing. It could have been useful to allocate more space in the 
paper to discuss Islamic NGOs, since they have rarely been covered 
by other studies. It may therefore, be relevant to elaborate here a bit 
further on Islamic NGOs. 
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Islamic NGOs have been working for a very long time, from a 
time when nobody even thought of microcredit in the country. But 
their activities were confined mainly to adult education, Islamic 
education, relief work, poverty-alleviation programmes, and so on. 
Islam-oriented people came forward with microcredit-based Islamic 
NGOs only recently when the secular NGOs started capturing the 
entire rural Bangladesh with, according to them, alien values and 
missionary activities.” They have started their operations with 
Islamic principles of financing very recently, but even then they 
have created an impact in rural financing on the basis of Islamic 
principles, As reported in the paper under discussion, the demand 
for microcredit based on Islamic principles is tremendous, but the 
resources at the disposal of Islamic NGOs are very limited, While 
secular NGOs are flooded with resources from foreign sources, both 
from missionary and neutral agencies, the Islamic NGOs rarely get 
any outside assistance for providing microfinance to the rural poor. 
Muslim donors are more interested in relief activities probably 
because they are not familiar with the benefits of microcredit. It 
would be useful to launch an awareness drive among Islamic donors 
about microcredit. 

As rightly viewed by the authors, the institution of mosque 
does already exist in every nook and corner of Bangladesh, which 
may usefully be used by Islamic NGOs to reach-out for 
microfinance and as meeting places. If the ‘ulamd’, the Islamists, 
concerned national leaders and well-off Muslim population of 
the country work hand in hand, along with external support, the 
Islamic NGOs may well emerge as a dominant force for poverty 
alleviation and the preservation of Islamic culture that the 
Bangladeshi people cherish, 


* See Section 3 below for elaboration on this matter. 
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2. THE LEFTIST APPROACH TOWARDS THE 
EVALUATION OF MICROCREDIT 
ACTIVITIES OF NGOs 


According to left-oriented activists, the NGOs’ approach to poverty 
alleviation through microcredit and other means is nothing but radical 
rhetoric without any substance. To them, only a ‘radical change in 
the social structure’, and not ‘radical rhetoric’, can improve the 
position of the poor.’ NGOs do not address the structural problems 
that lie at the roots of poverty but rather, in practice, they work with 
the existing power structure.’ Rural development should involve 
liberating the poor from economic exploitation and social oppression, 
which does not take place through NGO activities and their 
microcredit operations.** The economic empowerment of the poor, 
i.e. the “inclusion of the excluded”, has not really occurred by the 
microcredit activities of NGOs, Ahmed Sharif, a renowned leftist 
intellectual, termed the NGOs as agents of capitalism.’ Thus, in the 
left-oriented approach, poverty alleviation requires addressing the 
issues of rural power structure involving structural changes that will 
liberate the poor from exploitation by the social elite. This has not 
been taking place through any of the NGO activities, but rather they 
seem to maintain and work with the status quo in rural Bangladesh. 


* Noore Alam Siddiquee, “Non-governmental Organisations (NGOs) and Rural 
Development in Bangladesh: A Review of Some Contemporary Questions”, Asian 
Affairs, Vol. 17, No. 1, 1995, pp. 46-58. 

“ S. White, “Evaluating the Impact of NGOs in Rural Poverty Alleviation: 
Bangladesh Country Study”, OD/ Working Paper. cited in Noore Alam Siddiquee, 
ibid., p, 52. 

* A. Thomas, “Non-governmental Organisations and the Limits to Empowerment”, 
in M. Wuayts et al. (eds). Development Policy and Action. Oxford University Press, 
1992. 

” J. Friedman, Empowerment: The Politics of Alternative Development, Cambridge: 
Blackwell, 1992. 

" Daily Sangram, 3 January, 1996, cited in Muhammad Enamul Hoque Jalalabadi, 
op. cit., p. 475, 
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The leftist approach does not however, explain what it means by 
a ‘radical change in social structure’, ‘liberating the poor from 
economic exploitation and social oppression’, or by ‘addressing the 
issues of rural power structure involving structural changes’ in the 
context of rural Bangladesh. To us, while the desirable structural 
changes are welcome, any activity that leads to poverty alleviation 
and improvements in the conditions of the poor, even without a 
complete restructuring, should also be considered as a welcome effort. 


3. SOME SOCIO-CULTURAL IMPLICATIONS 
OF MICROCREDIT 


Microcredit has a number of socio-cultural implications, which 
have not been covered by the paper under discussion, Some of the 
implications seem to be quite serious, creating social unrest, tensions 
and divisions among people. We would like to complement the 
discussion on microcredit by briefly presenting some of the alleged 
socio-cultural implications below, since a paper on microcredit 
without this would be one-sided and incomplete. 


3.1 Women Empowerment, Family Relations 
and Islamic Culture 


Let us take the issue of women empowerment through microcredit. 
It is alleged to have some serious socio-cultural implications. First, 
it is claimed to have affected family relations and the family power 
structure by weakening the dominance of the man in the family. The 
reversal of family dominance or, at least, the installation of women 
power in the family has been alleged to have affected family relations, 
leading to family problems in some cases, In these (microcredit) 
project areas, the husbands often complain that their wives disobey 
them. They go to meet the NGO officers against their will. As a result, 
family disputes arise, leading finally to divorces, Then the divorced 
wives start an offensive against their husbands with the help of other 
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NGO members, and force them to. pay money representing more 
than their dowries. The NGOs provide free legal aid to women to 
facilitate divorce. Thus, the divorced women get into a Western 
culture and lifestyle. 

Second, women empowerment through microcredit is also alleged 
to have produced an effect of Westernisation and cultural de- 
Islamisation. Rural people are traditionally religious and their women 
wear hijab (the Islamic way of covering the body), and avoid free- 
mixing with the opposite sex. Most MFIs require members (mostly 
women) to attend weekly meetings with the officers of MFIs and 
male members. The women, who have so far been confined to only 
one male partner (husband), come suddenly into contact and company 
with other men. The sudden exposure to other men, their close 
proximity and interaction” in the frequent (weekly) meetings may 
naturally turn on biological feelings towards the opposite sex which, 
coupled with the affected family relations indicated above, is alleged 
to create serious complications in family relations, and to damage 
Islamic socio-cultural values related to dress code and extra-marital 
relationships. Some of the NGOs distribute condoms and other easily 
applicable birth control pills free of cost” in the name of family 
planning and female health, which can obviously facilitate a type of 
relationship that is socially unacceptable in rural Bangladesh. 


3.2 Financial Assistance as an Instrument of Missionary 
Activities, Social Unrest and Politics 


It is alleged that some NGOs use financial assistance as an 
instrument of their missionary activities, to convert the poor to 


“ Women sit with men in the meetings, speak and interact with them, Their activities, 
interaction and participation in the meetings with men are highly encouraged to 
develop confidence in them for the achievement of women empowerment. 

” Muhammad Enamul Hoque Jalalabad, op. cit., p. 94. 
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Christianity, both non-Muslim and Muslim.” It has been reported that 
literature on the superiority of Christianity over Islam,*! which distorts 
Islamic beliefs, is distributed to members of the NGOs, and that many 
people have been converted to Christianity, including some Muslims. 
Such activities, along with the alleged de-Islamisation effect of women 
participation has created serious concerns among the Muslim 
population, which have been reflected in protests, demonstrations, and 
large gatherings.“ The report of 25 Muslims converting to Christianity 
in the Cox's Bazaar area led to serious tension and unrest in the area, 
including protest meetings, strikes, street demonstrations, clashes with 
police, arrests and so on,*’ This has caused worries for the government, 
too. “Government officials are sometimes worried that foreign funds 
may be used for ‘anti-national’ and/or ‘anti-social’ activities. These 
worries span the spectrum from armed insurgency to religious 
proselytisation.”"** Accordingly, the government was forced to 
investigate the activities of the NGOs, which led to the banning of 
some of them. But the government was forced to re-install them within 
a short period of time due to outside pressure. Several books and 


“” Quite a number of NGOs are said to be involved in missionary activities in the 
name of relief and poverty-alleviation programmes. Among those directly involved 
in such activities are CARITAS, Baptist Missionary Society, Baptist Aid Mission, 
Christian Reformed Relicf Committee, Mennonite Central Committee, Missionaries 
of Charity, Rangpur-Dinajpur Rural Service, Bangladesh Lutheran Mission, Finish, 
and so on, See Muhammad Enamul Hoque Jalalabadi, op. cit., p. 263. 

* For example, raising such questions as this: when Islam's Prophet is unable to 
save even his daughter, Patimah, then he cannot intercede for believers to save them 
on the Day of Judgement, See Muhammad Nuruzzaman, Bangladesh NGO 
Uponibeshbader Durbheddo Jaley, op. cit., p. 44. 

© For example, a huge gathering of people was held in Manik Mia Avenue, which 
was addressed by many national figures, Sec the Daily Sangram, | May 1996, cited 
in Muhammad Enamul Hoque Jalalabadi, op. cit., pp. 475-476. 

“ Daily Sangram, 24 October, 1992, cited in Muhammad Enamul Hoque Jalalabadi, 
op. cit,, pp. 442-443. 

*“ World Bank, op. cit. p. 46. 

© Syed Serajul Islam, op. cit., pp, 65-66 
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booklets have been written to expose the missionary activities of the 
relevant NGOs, but the affected NGO members do not have access to 
such literature.” Many features have been published in some concerned 
national dailies,” but the powerful NGOs care very little about them. 
It should be mentioned here that not all NGOs are involved in 
missionary activities, and some NGOs who are directly involved in 
missionary activities are not involved in microcredit, although some 
missionary NGOs may well be involved in microcredit operations, too. 
However, public opinion seems to have gone against NGOs in general 
due probably to the serious concerns about some NGO activities. 
For the reasons mentioned above, Islamist groups and other 
concerned people have been against the missionary activities of 
NGOs, which created a cold war between them and such NGOs in 
general. This enmity has been transmitted to national political 
elections, too. According to some political analysts, the NGOs played 
an important role in causing the poor performance of the Islamic 
parties in the last election. The campaign and propaganda by dominant 
NGOs that ‘loans will be stopped if the Islamist groups come to 
power’, and that ‘the Islamic groups will stop women from coming 
out of their homes’, etc., worked against Islamic groups.” In 
particular, some NGOs have been alleged to have tactfully, and 
sometimes forcefully, manipulated women voters to cast their votes 


For example, Muhammad Enamul Hoque Jalalabadi, op. cit., 1999, and 
Muhammad Nuruzzaman, Bangladesh NGO Uponibeshbader Durbheddo Jaley, op. 
cit,, 1997, 

* See for example, (1) Daily Ingifab, 5 August 1996; (2) Daily Sangram, 9, 13, 
14, 28 April 1994, 16 May 1994, 28 November 1997, October 1995, 23 uly 1998; 
(3) Daily Bhorer Kagaj, 7 July 1992; (4) Daily Dinkal, 25 October 1996; (5) Daily 
Millar, 30 July 1997, cited in Muhammad Enamu! Hoque Jalalabadi, op. cit., pp. 
440-486, 

“” See Muhammad Bnamul Hoque Jalalabadi, op. cit., pp. 356-361; and the Daily 
Sangram, 28 June 1996, and other news reports, as quoted in their books by 
Muhammad Enamul Hoque Jalalabad, op. cit.. 1999, and Muhammad Nuruzzaman, 
Bangladesh NGO Uponibeshbader Durbheddo Jaley, op. cit., 1997. 
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in favour of secularist candidates who would support their de- 
Islamising activities.” Some political analysts have considered this 
to be an important cause behind the poor performance of Islamic 
groups in the last elections.” 

These are some of the socio-cultural implications of some NGO 
activities dealing with financial assistance, poverty-alleviation 
projects and, probably with some microcredit activities, which have 
produced serious concerns among the ‘u/ama’, Islam-loving people, 
and a number of social leaders. 


4. CONCLUDING REMARKS 


The paper under discussion describes NGO activities in 
Bangladesh, even though partially. An important contribution of the 
paper is the discussion on Islamic NGOs, although it would have 
been useful to allocate more space to this. The paper mainly discussed 
the positive aspects of microcredit. It cannot be denied that MFIs 
have contributed to income growth of the members, despite many 
alleged negative effects of microcredit activities. An attempt has been 
made here to complement the paper by briefly discussing some of 
the alleged negative effects of microcredit;*' not to undermine the 


© For example, it was reported in a national daily that a woman in her advanced 
stage of pregnancy was foroed by an NGO to come to the polling centre to cust her 
vote for its candidate, but she could not cast her vote and, instead, she gave birth in 
the polling centre, This led to social unrest in the area. See Daily Sangram, December 
$, 1997, cited in Muhammad Enamul Hoque Jalalabadi, op. cit., p. 279. 

© Ibid, pp. 356-361. 

“ It is to be noted here that the negative effects and, especially, negative socio- 
cultural effects have not been formally verified by this discussant. The discussions 
here are based mostly on secondary materials and some informal interviews, which 
have been presented here at least to highlight some of the concerns on the issue, 
However, without even any verification of the facts, it is quite obvious and visible 
that a large section of people are concerned about the situation, as reflected in protest 
meetings, gatherings, literature; and also in frequently appearing features in national 
dailies, both for and against, 
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achievements of microcredit, but to present both sides of the picture 
for the sake of completeness. 

Microcredit can be made an important instrument of poverty 
alleviation, provided the MFIs dedicate themselves to poverty 
alleviation through microfinance with full sincerity. proper fund 
management, accountability and transparency, without getting 
involved in any activity that creates social unrest, tensions, and 
divisions among the people. There should be a high-powered 
Supervisory Body to oversee the activities of MFIs so that they do 
not and cannot become involved in activities that affect the religious 
sentiments of the people and create socio-cultural problems, unrest 
and tension. Such a body should also have the authority to supervise 
the sources and uses of their funds. Islamic NGOs would also be 
able to make good contributions, if the needed support is provided 
to them, both from internal and external sources, as is the case for 
secular NGOs. 


CHAPTER 5 


The Elimination of Riba: 
A Measure Truly Dedicated 


to Poverty Alleviation 
a 


Seif el Din I. Tag el Din* 


1, INTRODUCTION 


he challenging message that has been well delivered over the 

last three decades by the Islamic financial industry is the 
proposition that financing and investment is possible without 
imposing an interest rate, While we unquestionably endorse the 
juristic consensus that fixed interest on money capital falls under the 
purview of forbidden ribé, our main objective in this study is to 
emphasise the ethical mission of ribd elimination as a measure 
dedicated to poverty alleviation in the context of distributive justice, 
The main analytical drift is to explore the complementarity of the 
two types of riba: loan riba and al-fad! riba, respectively, as curative 
and preventive measures for the attainment of a just economic order. 
In particular, the irfaq (philanthropic) sector is established as the 
ethical foundation without which the mechanical removal of interest 


* Associate Professor, Markfield Institute of Higher Education, The Islamic 
Foundation, Leicester, UK. 
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rate may not necessarily yield favourable consequences in the 
distributional context. The idea that removal of interest rate is an 
integral part of a strategy for distributional justice is not uncommon 
among Islamic economists,’ but little attention, thus far, has been 
directed to develop the ethical implications of this issue, The concern 
in current literature with the ethical implications of ribd climination 
seem to have been neglected due to the greater emphasis on the 
financial technology of interest- free finance. 

The understanding that ribé is an economic evil leading to human 
impoverishment and the concentration of wealth in a few hands is 
generally upheld, not only by Islamic scholars but equally by the 
other revealed religions and almost all human cultures. In this sense, 
a successful riba elimination strategy must yield a re-distributional 
effect in favour of the least fortunate and poverty stricken masses, 
but this is lacking in Islamisation (or interest removal) schemes that 
were initiated more than two decades ago, Official statistics for one 
of the few full-fledged interest removal schemes, reveal an extremely 
disappointing result over the last decade: a sweeping re-distributional 
effect in favour of the wealthier class, leaving more than 90 percent 
of the population below the poverty line which is too ironical indeed.* 

This may partly justify an air of mixed feelings, if not scepticism. 
among the Muslim public about the true economic mission of interest 
rate removal, In fact, the appeal of juristically approved modes of 
finance (for example, murabahah, istignd’, etc.) becomes questionable 
when the ‘profit rate’ under Islamic banking seems to exceed the 
forbidden interest rate. Such anomalies tend to provoke an unpopular 
viewpoint which attempts to differentiate between the modern 
banking interest rate and forbidden riba, mainly on the presumption 


' For example, see Chapra (2000). However. we differ with Chapra in that 
humanitarian goals and equitable distribution of income can be fulfilled within the 
market set-up by simply replacing the interest rate system by a profit-sharing system. 
* Release by Centre of Strategic Studies, Khartoum, Sudan, to the national press 
(1997). 
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that ribdé, unlike the modern interest rate, was an exploitative 
transaction between a weak borrower for a desperate human need 
(for example. food) and a strong wealthy lender.’ The idea is that 4 
desperately needy person needs charity rather than a high interest 
loan, a point which is often argued with reference to the Qur'anic 
verse: “Allah will deprive usury of all blessing, but will give increase 
for deeds of charity” [2:276]. While it is obvious that this Qur'anic 
verse underlies some analytical link between ribd prohibition and 
the giving of charity, such a link cannot be taken to imply an 
exploitative transaction between a desperate and weak borrower and 
a strong lender, As argued below, this Qur’anic verse provides the 
ethical foundation of riba elimination, which is the promotion of the 
irfaiq sector. 


1.2 Our Methodological Approach 


To gain analytical clarity, we shall depart from the three 
interdependent focal problems of economic organisation: what? how? 
and for whom to produce? The idea is that if riba elimination is a 
well focused economic measure, which we hold to be the case, then 
it must primarily address one and only one of the three focal problems, 
apart from any secondary reactions or indirect implications. Since 
the three focal problems make it possible to identify any given 
economic system as a product of three interdependent primary 
strategies, production, technology, and distribution, our main problem 
is to assign riba elimination to one of these primary strategies. As 
expected, our enquiry ends up with the result that riba elimination is 
a measure supportive of the distributional strategy addressing the 
focal question, for whom to produce, rather than being supportive of 
the technological strategy addressing the question how to produce, 
though the latter appears to command undue emphasis in the current 


* For a detailed account of this trend see Saced (1999), who adopts the same view, 
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literature. We shall also exploit the standard implication of the Law 
of Scarcity, that each of the three focal problems must involve an 
economic choice problem between alternative uses of a given scarce 
resource, and, hence, sacrifice of the foregone alternatives, Given 
that the distributional strategy entails a non-market curative function, 
as we shall shortly explain, the relevant element of sacrifice will be 
a sacrifice of self interest. By contrast, the relevant element of sacrifice 
in relation to the focal question (how to produce?) is one of a purely 
technical nature within the market set-up, which means, in principle, 
that the technology of interest rate finance can hardly meet the curative 
function of a distributional strategy. 

For sure, our intention is not to underrate the current research 
emphasis on the business driven enquiry on the technology of interest- 
free finance. Naturally, it is an imperative consequence of riba 
elimination that Muslim producers have to seek alternative modes of 
financing to support the growth process. It is indeed an interesting 
finding that profit-sharing (mudaérabah) embodies an optimal property 
of risk sharing which is lacking in interest-based finance.* Yet we 
believe that profit-sharing cannot be dwelled upon as the strategic 
objective of ribd elimination, since it is a technical choice within the 
market sector, involving no distributional sacrifice. 


2. DISTRIBUTIONAL STRATEGIES: BASIC 
FUNCTIONS AND MEASURES 


To avoid getting into a philosophical controversy on the concept 
of distributional justice, we shall take any non-market intervention 
for relieving human impoverishment or misfortunes to be a measure 
of distributional strategy. On this basis, we can identify two basic 
functions of any distributional strategy: 


* Different optimal properties of profit-sharing are discussed in Khan and Mirakhor 
(1987). 
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1. Curative Function: this relates to non-market resource 
allocation measures targeted towards the attainment of certain social 
goals that cannot be met through the market mechanism. The key 
word for this function is a non-utilitarianist force (for example, 
government authority) that imposes a distributional sacrifice on the 
public, and, hence, mobilises resources through taxation, confiscation, 
or any alternative measure, to finance the targeted social goals. In 
case of the irfaq sector the clement of distributional sacrifice becomes 
built in within the social behavioural fabric. Thus, the crux of the 
matter is whether sacrifice is a matter of free economic choice, as 
under the Islamic irfa@q sector, or one that is enforced exogenously 
through government power. 

2. Preventive Function: it covers two main arms of regulatory 
measures: (i) market regulatory measures, and (ii) monetary 
regulatory measures. The former ensure a sufficiently competitive 
market, with a view to protecting consumers from the possible 
emergence of monopolistic powers, and maintaining employment 
levels. The latter ensure a monetary policy that cares for public interest 
rather than private vested interests. However, we shall ignore the 
latter since the complexities of monetary policy require an 
independent treatment of its own, And since the pricing property of 
riba al-fadl (the rules for gold/silver) relates to monetary policy, this 
will also be ignored. The idea is to associate the elimination of loan 
ribé with the curative function, in the sense of promoting an effective 
irfag sector, and to associate the elimination of riba al-fad! with the 
preventive function in relation to anti-monopoly measures. 


2.1 Secular Versus Islamic Strategies 


To distinguish secular distributional strategies (socialist/capitalist) 
from their Islamic counterpart, the nature of non-utilitarianist force 
is the key factor. The great difference in the extent of corrective 
measures adopted by the socialist, as opposed to capitalist distributional 
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strategy, underlies the same approach, which is recourse to government 
authority as the instrumental non-utilitarianist force. Yet, we believe 
that the effectiveness of any distributional strategy in the long term 
depends on the nature of the non-utilitarianist force rather than the 
extent of state supported measures, and this is how the Islamic 
distributional strategy differs from secular ones. The projection of 
the Islamic economy as a mid way between the extremes of capitalism 
and socialism (a concept that used to dominate during the Cold War 
period) focused only on the extent of state intervention, thus failing 
to make a genuine distinction between the Islamic system and the 
mixed capitalist system. 

Radical socialism over-emphasises the curative function through 
a centrally planned system and displaces the allocative function of 
free markets. Also, it over-emphasises the preventive function through 
banning individual ownership for productive instruments. Exchange 
in the centrally planned system is carried out through an extremely 
regulated market, acting merely as a clearance mechanism to realise 
the central plan targets. Free market capitalism, on the other extreme, 
upholds a distributional strategy that relies heavily on the power of 
free competitive markets with minimal non-market authority. 
Developed free market countries are characterised by a mixed system. 
The mixed system in the developed world was an effort to strike a 
balance between the competitive market’s power and an ambitious 
social insurance sector under government control. As it appears, 
earlier founders of radical socialism failed to anticipate how a self 
corrective flexibility in free market systems might significantly 
improve the 19th century's vulgar capitalism and project a 
humanitarian face on capitalism. Nonetheless, recent experience 
reveals how governments, having laboured heavily under large 
budgetary burdens, rising deficits, and inflationary pressures, can 
hardly maintain the state supported social insurance order for long. 
The dramatic collapse of radical socialism cannot be isolated from a 
similar foreseeable fate of the ‘welfare state’ in the developed free 
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market world, though in a gradual manner. Spearheaded by 
industrial multinationals, globalisation has already weakened 
governmental grip and initiative in the market place in both 
developed and underdeveloped nations. Financial deregulation and 
public sector privatisation are the two main forces that tend to shape 
a new world not too far apart from the 19th-century’s vulgar 
capitalism. The warning that mixed economies are steadily 
degenerating into 19th century capitalism is commonly yoiced in 
the industrially developed world, most remarkably by Greider 
(1987). Whereas the collapse of the mixed capitalist system may 
not come as a dramatic shock like the collapse of radical socialism, 
the fact is that both distributional strategies failed to effectively 
sustain a humanistic concept of distributional justice beyond a 
relatively brief period in human history. 

On the other hand, the Islamic distributional strategy develops its 
key non-utilitarianist force as a built in property within the social 
behavioural fabric. This humanistic factor is sharply focused by 
Qur‘dnic and Sunnite teachings addressing the inner human 
conscience to create a free civil society of mutually caring individuals. 
The irfag sector, thus, emerged as a forceful reality during the 
Prophet's lifetime (peace be upon him), and continued to flourish as 
a deep seated social insurance order, consisting of wagf (charitable 
foundations) and other vehicles of voluntary giving, till the late 
historical stages of the Islamic state. Al-Zarga (1984) provides a 
detailed account of irfaq tools that used to characterise the Islamic 
economic system. Even in non-Muslim societies an irfagq sector of 
some sort, based on religious norms, used to play an effective 
economic role in earlier societies. Unfortunately, however, we may 
fail to appreciate the historical role that irfdq sectors used to play in 
the distant past, since we are unable to perceive the extent of structural 
change that human societies have undergone over the last century. 
Becker (1996) recognises this fact by pointing out: “charity is a form 
of insurance that is a substitute of market insurance and government 
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transfers, Presumably, the rapid growth of the latter during the last 
100 years discouraged the growth of charity”. Nonetheless, currently 
rising concerns with philanthropy in the West is a definite recognition 
of the fact that a stable social insurance system has to be deeply 
rooted in humanistic civil values rather than precarious state 
supported systems. 

The Islamic approach is to directly build the necessary 
philanthropic values in human behaviour to help establish the irfaq 
sector upon the free economic choice of the members of a society, 
In fact we can think of the relevant Qur'anic and Sunnite teachings 
as acomplete package of human resource development setting forth 
the development of favourable attitudes, not only towards the 
productive strategy but also towards the distributional strategy. 
Interestingly, even where the focus is placed on productivity growth, 
it can be shown that higher growth targets are achievable through a 
human resource programme that simultaneously promotes technical 
productivity norms and ethical equity distributional norms. [See 
Tag el Din (1997).) In this sense, the active performance of the 
irfag sector can give room (o a healthy intermarriage for both growth 
and equity. Yet, all secular systems ignore human resource 
development in relation to the distributional strategy. The radical 
socialist system resolved all the three focal strategies (production, 
technology, and distribution) through the exogenous choice of 
Central Planner. While free market democracies allow for free 
economic choice in production and technology strategies, the 
distributional strategy cannot be based on free economic choice 
due to the lack of a necessary human resource basis. Recourse to 
government power is justified by the fact that free economic choice 
by individual agents cannot provide the key non-utilitarianist force, 
specifically where distributional sacrifice is alien to the social 
behavioural fabric. Perhaps, the current trend to associate 
philanthropy with democratic participation is to address such 
anomalies in the Western free market systems. 
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2.2 Philanthropy and Participating Democracy 


Increasing concern with patterns of giving and voluntarism by 
different religions, ethnic, racial, gender, and economic groups, has 
led to the establishment in New York in 1986 of the Centre for the 
Study of Philanthropy, in order to provide a going forum for research, 
discussion and public education on philanthropic trends. Such 
researches are built around the underlying hypothesis that: 
philanthropy holds the key to understanding the working of 
participatory democracy and civil society.’ Interestingly, the Harvard 
Business Review® reveals the fact that the number of charitable 
foundations in the US has doubled over the last two decades while 
the value of their assets has grown by more than 1,100 percent. 
Although statistics are lacking in Muslim nations, we should expect 
an even stronger trend.” 


3. RIBA ELIMINATION: THE CURATIVE FUNCTION 


As previously outlined, our aim is to show how the elimination of 
interest rate (loan riba) and the banning of riba al-fad/ contribute to 
the curative function and preventive function, respectively, of the 
Islamic strategy. To see the resource allocative nature of loan ribd 
elimination as a curative measure, we must appreciate the fact that 
the irfagq sector cannot function as an effective social insurance order 
without the supportive service of a resource allocative measure ona 
permanent basis. 


* Internet Website: www.philanthropy.org 

* Internet Website: www.hbsp.harvard.edu, book by Michael E. Porter and M. E. 
Kramer — titled Philanthropy's New Agenda: Creating Value- 

' Two main factors account for this point. First, that Muslims’ culture is philanthropic 
in nature. Second, the fact that the stage of economic development in most Muslim 
countries is one where philanthropic traditions still prevail, particularly in vast rural 
sectors where the traditions of extended family ties are strongly established. 
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The basic idea is that, since there are competing alternative uses 
for any scarce resource, the financing of the irfaéq sector must be met 
by shifting resources away from alternative uses. More specifically, 
it is needed to bear a distributional sacrifice by releasing resources, 
on a permanent basis, away from strictly utilitarianist dealings to 
strictly non-utilitarianist dealings, That is, from ribd transactions in 
money markets, to the financing of pressing human needs in the irfaq 
sector. Indeed, this is the basic idea to be learned from the Quranic 
verse “Allah will deprive usury of all blessing, but will give increase 
for deeds of charity” {2:276), since it highlights two alternative uses, 
namely ribd taking and charity giving. of the same economic resource, 
The same resource re-allocative function is shown even more 
explicitly in the verse; “That which ye lay out for increase through 
the property of (other) people, will have no increase with Allah: but 
that which ye lay out for charity, seeking the Countenance of Allah, 
(will increase): it is these who will get a recompense multiplied” 
[30:39]. This verse clearly calls for the bearing of distributional 
sacrifice by shifting resources from return prospects within borrowers’ 
property to the financing of charitable targets. On this basis, the 
juristic rule that moneylending is a specialised irfaq transaction should 
be taken as an indication that the banning of ribd is intended to provide 
support for an existing irfdg sector. As regards the Quranic verse 
that “Allah permits trade and prohibits riba"[2:275] , it is obviously 
not an indication that market sale is more equipped to bear 
distributional sacrifice than riba lending. It only implies that sale is 
a permissible activity. It cannot be forbidden like ribd, since life 
cannot go on without it. 

As it seems, there is an implicit juristic implication that restricted 
utilitarianist uses invoke resource re-allocation to non-utilitarianist 
uses. In fact, when an active irfag sector already functions as a forceful 
reality, it requires little analytical effort to understand the intent of 
restricted utilitarianist use of an otherwise valuable economic asset. 
In such a context, people would automatically understand that they 
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must dispense with such an asset for the irfagq sector. The best example 
for this spontaneous behaviour is the Prophet's hadith that at one 
time prohibited the eating of sacrificial meat beyond three days.” 
That was a time when travellers in a large caravan, who were too 
short of food, passed across Madinah on their long travels. Acting 
within the Islamic social value system, and further exhorted by the 
Prophet's hadith not to keep sacrificial meat beyond three days, the 
people of Madinah automatically dispensed of the remaining meat 
to the passing caravans. However, since the Prophet's Companions 
were literally abiding by his hadith at all times, some of them 
continued to dispense of the sacrificial meat beyond three days, even 
in later years. Eventually, the Prophet was directly asked to explain 
his specific intent at the time of the passing caravan. The point is that 
the banning of riba should invoke a similar reaction if an active irfag 
sector already exists, but when the social value system is too 
utilitarianist, the banning of ribd becomes paradoxical, 


3.1 Riba Paradox and the Obvious Resolution 


To further substantiate the above conclusion, let us highlight the 
paradoxical case of ribd elimination within a strictly utilitarianist 
environment consisting only of a market sector. The pure market 
sector is assumed to consist of goods’ market and capital market 
where lending/borrowing takes place. The idea is to derive the 
implications of ribd elimination within such a set-up and see how 
impoverished individuals can be dealt with, We shall take the case of 
a poor unemployed worker who must immediately buy medicine for 
his seriously sick child. Within the strictly utilitarianist set up, all 
economic agents are utility/profit maximising, Hence, this desperate 


* The hadith, which prohibits cating of sacrificial meat, is reported by Muslim in 
three versions. See numbers 1258, 1259, 1260 (pages 340-341) of Mukiuasar Sahih 
Muslim edited by Muhammad Nasir al-Albani; al-Maktabah al-Islamiyah, Beirut, 
Damascus, 46th edition (1982), 
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worker can only do one of two things: buy the medicine at credit 
from any nearby chemist if possible, or alternatively borrow money 
from any moneylender, to buy the required medicine. However, the 
second option is forbidden riba, but the first option is juristically 
permissible because it is a sale of a good with mutual consent. 
Incidentally, no chemist would be juristically blamed for refusing to 
sell the needed medicine to this worker at the desired credit. Of course, 
the poor worker would not resort to money borrowing if he could get 
the needed medicine on credit. Given that money for the poor is 
nothing more than a means to buy needed goods, the poor would 
never resort to borrowing if sale at credit was assured in the first 
place. Yet, paradoxically enough, he is not allowed to solve his 
problem by borrowing at an interest rate, even where it is equal to 
the credit cost associated with the deferred price. Ironically, if lenders 
offer the needed credit under the assumed environment, they should 
be labelled as more humane than medicine sellers who were heedless 
in the first place to the worker's need. This point raises the paradoxical 
question: how can we hold sellers faultless while we stigmatise 
lenders on ribd as inhumane and exploitative, although the opposite 
seems to be true? This paradox highlights two main points: first, that 
ribé elimination within a strictly utilitarianist model cannot play any 
distributional role, even if profit-sharing or any alternative mode is 
used, Second, the evil of ribd is not simply attributable to the 
exploitation of borrowers by lenders, even if the borrowing party is 
as weak and desperately poor as the unemployed worker in our 
example. Contrary to this proposition, ribd based loans seem to offer 
a valuable service within a strictly utilitarianist model! 

We are presenting this dramatic example to highlight a riba paradox 
which underlies current mixed feelings on the rationale of interest rate 
elimination. Yet, like common economic paradoxes it must have an 
obvious resolution, which is simply the fact that capital markets cannot 
allow our desperate worker to borrow the needed money. Our worker's 
problem cannot be solved within a strictly utilitarianist market context, 
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whether it is credit sale or borrowing money. Given that lenders wish 
to secure fixed returns rather than entertain severe loss from defaulted 
borrowers, our worker can have access to the capital market only if he 
misleads moneylenders with false information about himself, However, 
modern capital markets have attained such a level of transparency and 
organisational efficiency that non-trustworthy borrowers are easily 
discovered and promptly dismissed at the screening stage. Accordingly, 
our worker's problem can only be settled through payment of 
government transfer or charity. The introduction of a non-wtilitarianist 
force, either through government interference or the irfag sector. 
becomes essential to resolve our worker's problem. Given the Islamic 
distributional strategy, it is only then that ribd elimination makes sense 
aS 4 means to release resources to finance irftig needs. 


4. RIBA ELIMINATION: 
THE PREVENTIVE FUNCTION 


Now, we shall consider the role of ribd elimination with reference 
to the preventive function of distributional strategy, namely market 
regulatory measures to guard against harmful monopolistic 
tendencies. We should first provide the juristic definition of riba al- 
fadl before we demonstrate the nature of its subtle monopolistic 
mechanism. It is worth noting that guarding against harmful 
monopoly in Islamic jurisprudence is not only expressed directly 
through explicit measures, but also indirectly through implicit 
measures. In his study of the monopoly concept under Islamic 
jurisprudence, al-Diri (1974) mentions the Prophet's prohibition of 
meeting trade caravans before they reach the marketplace as an 
implicit preventive measure, among a few other measures. In this 
sense, we believe that the prohibition of ribd al-fadl is among such 
implicit preventive measures. Hence, we employ some useful insights 
in al-Ghazali’s perception of riba al-fad!, and reinforce it through an 
analytical model. 
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4.1 Ribd al-fadl in Islamic Jurisprudence 


The bases of riba al-fadl prohibition are several authentic ahadith 
of which one states: gold for gold, silver for silver, dates for dates, 
salt for salt, wheat for wheat, and barley for barley: same for same, 
hand to hand, Whoever gives more or asks for more, is making ribd.” 
The essence of ribd al-fadl prohibition is that homogeneous items, 
among the above six items, should only be exchanged in equal 
quantities. Thus, it is impermissible to exchange more units of an 
item for less units of the same item due to difference in quality. For 
example exchanging two units of low quality dates for one unit of 
high quality dates is an act of forbidden riba al-fadl. However, the 
jurisprudence of ribd al-fadl! remained a controversial issue as 
scholars differed widely on the common property or properties that 
characterise the above-mentioned six items, in order to extend their 
scope to other similar goods. The Hanafi School, and a minority of 
the Hanbali School, regarded weigh (for gold and silver) and physical 
volume (for dates, salt, wheat and barley) as the two main properties.'° 
Hence, according to the Hanafi School all goods that can be measured 
by weight or volume should also be subjected to the prohibition of 
riba al-fadl, However, the other three Schools, Maliki, Shafi 7, and 
the majority of the Hanbali School, all agree on two properties, 
namely pricing property (for gold and silver) and feeding property 
(for dates, salt, wheat, and barley). There is still a fine difference 
between Maliki and Shafi 7 on how feeding property is defined. The 
Maliki School accommodates only storable, and staple food, but the 
Shafi i School adopts a much broader range of edible items including 


* See number 949 in the reference in footnote (8) above, 

"The Hanafi position is explained by Kasini in his book Bada@'i’ Al-Sand‘i' (p. 
138), while that of the Hanbali position is explained by Ibn Qudamah in his book Al- 
Mughni, (pp. 105-106). The Shafi'i position, as regards the kind of food on which 
ribé al-fadl in defined, is explained by Al-Majoii’ Sharh: Al-Muhadhdhab (p, 397), 
while that of the Maliki School is explained in Al-Mudawwanah Al-Kubril (p. 162). 
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fresh fruits of all kinds, medicine, etc. In this section, we shall adopt 
the dominant juristic view of the three schools, with the Maliki view 
on feeding property that we find more relevant to the economics of 
riba al-fadl. The Maliki position has the additional merit that it is 
accepted by prominent scholars in the Shafi T and Hanbali Schools, 
namely al-Ghazali and Ibn al-Qayyim. Thus, we shall only consider 
“feeding property’ in relation to staple and storable food. 


4.2 ‘Feeding Property’ and the Case for Harmful Monopoly 


Given the Maliki expression of ‘feeding property’ the obvious 
economic question is: why bother at all with storable staple food? 
In the first place, if such food is available in sufficient supplies and 
reasonable prices to satisfy demand, there should be nothing to 
bother about. It is usually the problem of food shortage that is of 
paramount importance, whenever issues of feeding are raised. If 
we ignore natural calamities, food shortages are created through 
monopolistic practices, where profiteering suppliers are tempted 
to build up stocks of high demand storable food items to influence 
market prices and make large profits. The potential damage becomes 
even more serious when shortages are created in a staple food, in 
order to capitalise on its low demand elasticity. Thus, apart from 
any further considerations (to be shortly elaborated), common sense 
would associate harmful monopolistic practices with the Maliki 
‘feeding property’ of ribd al-fadl. 

Other alternative explanations of riba al-fadi that exist in the 
received literature do not seem to fit with the critical implications of 
‘feeding property’. Al-Jaziri in his book al-Figh ‘ala al-Madhahib 
al-Arba‘ah, suggests serious gharar as the damage that explains the 
prohibition of riba al-fadl."' The idea is that inexperienced people 
can easily be cheated about the true quality of goods when they 


'' See al-Juziri, Abdul Rahman, p. 247. 
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exchange more of a low quality good for less of a high quality good. 
It is, hence, believed that people are advised to introduce a medium 
of exchange to sell low quality goods at a price and then buy the 
high quality goods. This theory is argued with reference to the well- 
known hadith in which the Prophet (peace be upon him) prevented 
the owner of low quality dates, say Party B, from exchanging with 
the owner of high quality dates, say Party A, two units of low quality 
dates (jam) for one unit of high quality dates (/anih)." He advised 
Party B to first sell low quality dates to a third party, say Party C, at 
any price (may be a different commodity), and then use such a price 
for buying high quality dates from Party A. In our subsequent 
discussion we shall utilise this three party model (A, B, C), but as 
regards the theory of avoidance of serious gharar we believe it 
cannot embody the juristic intent of ribd al-fadl elimination for the 
following reasons: 


1. In principle, the introduction of a medium of exchange may 
aggravate the alleged problem of gharar rather than resolve 
it, If Party B is inexperienced about quality, he would be better 
off when directly exchanging the two qualities with Party A, 
than indirectly through selling a low quality good at a price 
to Party C and then using the money to buy from Party A, In 
this case, he would be exposed twice to the possibility of 
cheating: first, the possibility of under payment by Party C 
when selling a low quality to him, and second, the possibility 
of over payment to Party A when buying the high quality 
from him. 


2, In an authentic hadith'’ one of the Prophet's Companions, 
acting as Party B, expressed his awareness about the two 
market prices of the /ow and high qualities, but the Prophet 


" See Mukhiasar Sahth Muslim, by M. Nasir al-Albani, Hadith No. (913), p. 246, 
© Thid., No. 954. 
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(peace be upon him) still did not allow him to exchange more 
for less. It follows that lack of experience in quality is not the 
reason behind the prohibition. 


3. Gharar is tolerated in Islamic jurisprudence when it is not 
too serious. At any rate, the possible gharar in the direct 
exchange of different qualities cannot be as much as that of 
exchanging dry dates against their rough equivalent of fresh 
date bundles still on palm trees (bay‘ al-‘araya), which is 
nonetheless permitted in the Shari‘ah. 


4.3 Insight from Al-Ghazali and Ibn al-Qayyim 


The question of juristic intent in relation to riba al-fadl prohibition 
has remained an unresolved issue, as admitted by al-Shatibi.* Among 
contemporary efforts to rationalise the prohibition of ribd al-fadl, is 
Safieldin’s contribution (1974) in which he attributed pricing property 
to all six items of ribd al-fadl. Yet, Safieldin has lately given up his 
belief that pricing property is the common rational for all six items 
mentioned in the hadith, Fortunately, however, there are valuable 
indications from the works of Abi Hamid al-Ghazali and Ibn al- 
Qayyim that can be built upon to establish a consistent vision on the 
economics of the prohibition of ribd al-fad!. Al-Ghazali makes an 
explicit statement on the evils of monopoly in food items in riba al- 
fadl and explicitly associates a monopolistic motive with ribd al- 
fadl in food items. He opines: 


“_..[Food] should not be swayed away from its feeding purpose. If 
the door were made open for dealing in food this would restrict its 
circulation in the hands [of dealers] and impede its way to 
consumption, which is the purpose for food, Need for food is so 
pressing that it should be directly transferred from the hand of non- 
demander to the hand of demander ... and if traded it should be sold 


* al-Shatibi, Vol. 4, p. 31. 
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directly to one who demands it for consumption, Yet, he who sells 
food in exchange for the same food cannot be a demander of food. 
For this reason monopoly is denounced in the Shariah.” [Jirya' ‘Ulam 
al-Din, Vol. IV, pp. 121-122]. 


Tbn al-Qayyim regards the trade profit motive as the main trigger 
for receiving ribd al-fadl. He associates ribd al-fad! with immediate 
profit and riba al-nasa’ with postponed profit. In this sense he agrees 
with al-Ghazali's view that the receiver of ribd al-fad! acts under a 
profit motive. Specifically, he says: 

“If it were allowed to exchange food items against each other for 
delayed delivery, this is only done by one who seeks profit. Then, [at 
the delivery time], he would sell it spot for the sake of profit, thereby 
causing food shortages and scrious damage to consumers,.. Thus, 
riba al-nasa' was banned, and accordingly, ribd al-fad! was prevented 
prudentially, such that the temptation of immediate profit (riba al- 
fad!) would not induce people to the postponed profit (riba al- 
nasa’).” (‘lam Al-Muwagqi ‘tn, Vol. 2, pp. 136-138.] 


It is clear from these quotations that both scholars agree that Party 
A (within the above three parties’ model) is excluded from dealing 
in low quality dates because of his potential trade motive, a point 
that makes good economic sense. On this basis, we argue that the 
exclusion of Party A is a measure of prudential prevention (sadd al- 
dhara@’i’) against a possible monopolistic practice. The gist of the 
matter, as we see it, is that there is deliberate intent to exclude Party 
A due to his potential harmful practice in the foods market, and to 
include Party C due to his considered demand for feod. 


© Ibn al-Qayyim's distinction between the two kinds of profit is highly questionable. 
However, what concems us here is that he is explicitly attributing the trade profit 
motive to ribd al-fadl. 
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4.4 The Status of Party C and the Juristic Intent 


It would appear on reflection, that the third party (Party C) is the 
decisive factor, since Party C was deliberately introduced by the 
Prophet himself (peace be upon him) in order to correct the forbidden 
transaction. Hence, the juristic intent of riba al-fad! prohibition is 
best revealed by contrasting the most likely motive of the excluded 
party (Party A) as opposed to the introduced party (Party C), We 
have already seen from the analysis of al-Ghazali/Ibn al-Qayyim, 
that it is the profit motive that mostly characterises Party A. Hence, 
the rest of the analysis is only to ask the critical question: what is the 
rationale for introducing Party C? 

To address this question we should depart from the economic 
premise that there is bound to be very high demand for low quality 
dates among low-income masses, who are normally much larger in 
number than high-income groups. Incidentally, low quality dates 
(jam‘) was the usual food of the Prophet (peace be upon him) as he 
was always keen to maintain a humble living like the low income 
masses, This economic premise should give rise to high profit 
temptations in low quality food trade. There is yet another premise: 
that food buyers for consumption purposes are much larger in 
number than food sellers. Hence, the rationale for introducing Party 
C must relate to the most likely fact that Party C needs to satisfy 
his need for food, while Party A is excluded due to his potential 
harmful practice in the food trade. Accordingly, we must dismiss 
the alternative answer that Party C is introduced as a means to 
eliminate ribi al-fadl: this answer treats the prohibition of ribd al- 
fad as an end in itself rather than as a means to protect the market 
from some harmful practice. But if Party C has successfully satisfied 
his need for food, then, this in itself, is a legal end, The correct 
statement must, therefore, be that the elimination of ribd al-fadl is 
a means to satisfy Party C’s needs, 
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At the same stroke, we should dismiss the alternative answer that 
Party C is a means to provide a needed price for Party B. This ts also 
unacceptable due to the established juristic intent that ‘necessities 
command a higher priority as compared to luxuries’. In this sense 
Party C is a purchaser of a basic necessity good (low quality dates), 
while Party B is a purchaser of a luxury good (high quality dates). 
Hence, from the viewpoint of juristic intents, Party C’s purchase 
commands a higher juristic priority than Party B’s purchase. After 
all, the fact that it was the Prophet's deliberate direction to introduce 
Party C is sufficient evidence that Party C is indeed the focus of 
juristic intent. The Mathematical Appendix provides an analytical 
model to further substantiate the point that riba al-fad! may only 
emerge within a monopolistic environment, 
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Mathematical Appendix 


To provide analytical verification on how ribd al-fadl is associable 
with monopolistic behaviour, we shall establish two main results as 
follows: 


Result (1): if conditions of perfect competition cannot 
accommodate riba al-fad!, then riba al-fadl is analytically associable 
with an element of monopoly. 

Result (2): under reasonable conditions about the preference 
structure of low quality/high quality goods, ribd al-fadl cannot be 
accommodated by the model of perfect competition. 


Accordingly, it follows that riba al-fad! transactions belong to 
the set of monopolistic transactions. Using set theoretic tools, we 
may define riba al-fadl transactions by X and monopolistic 
transactions by Y. Then the hypothesis we want to test is defined as: 


XcY (1) 


But this is too difficult to verify directly. Fortunately, we can resort 
to an equivalent expression that is easier to test, using the well known 
equivalence axiom: 


abs eo “xsY (2) 


It is the alternative expression: Y’ ¢ X’, where X‘ and Y’ 
respectively stand for non-X and non-Y, that is monopoly free and 
riba al-fad! free transactions respectively. Then the equivalent 
expression simply states that the set of ribd al-fadl free transactions 
(X’) include the set of monopoly free transactions (Y‘), This 
equivalent expression is easier to verify since Y’ is analytically 
representable by the model of perfect competition. 


208 


d The Elimination of Riba: A Measure Truly Dedicated to Poverty Alleviation 


Figure | below provides the set theoretic expression for the 
hypothesis, which we wish to verify analytically. Note that the larger 
set of riba al-fad! free transactions include perfectly competitive 
transactions as well as monopolistic transactions not of the ribd al- 
fadl type. But what matters to us analytically is the result that if riba 
al-fad! belongs to the set of monopolistic transactions it cannot appear 
within the perfectly competitive model. 


Figure 5.1: Our Hypothesis 


Perfectly Competitive Model Y’ 
(m=0) 


Monopolistic Models 
(m> 0) 


Riba al-fadl X 


The parameter m is defined below as reciprocal of the absolute 
value for the elasticity of demand. Producers under the perfectly 
competitive model face perfectly elastic demand curves for their 
products. Defining *e’ to be the absolute value of the demand curve 
elasticity, the degree of monopoly is measurable as: 
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>0 for the range of all possible 
monopolistic models 


I 
satay QG) 


=0 for the perfectly competitive 
model 


This follows from the fact that e = e for the latter, while it is 
finite for the range of all possible monopolistic models (sole 
monopoly, duopoly, oligopoly, monopolistic competition). The 
idea is that if ribd al-fadl proves non-existent under m = 0, it 
follows logically that it exists with some element of monopoly 
(m > 0), no matter whether within the context of competing 
monopolists, or a sole monopolist. In all cases the producer is 
able to raise the price by restricting output, where at an 
equilibrium MC = MR, hence, P > MC. Only under the perfectly 
competitive model does P equal MC and MR. Accordingly, non- 
existence of riba al-fadi within the perfectly competitive model is 
a logical evidence that riba al-fadl is identifiable within the range 
of possible monopoly models. This establishes Result (1). 

To establish Result (2), we must define an idealised perfectly 
competitive model of a simple barter economy. Then, the crux of 
the matter relates to the preference structure of the usual 
heterogeneous goods (for example, dates, wheat, etc.) as opposed 
to the preference structure of homogencous goods, differing only 
in quality, For analytical simplicity, we assume that there are only 
two well defined quality levels, good quality and bad quality, for 
the set of homogeneous goods that are subject to the riba al-fadl 
ruling. 
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Perfectly Competitive Barter Model 


We assume a very large number of producers, each facing a set of 
perfectly elastic demand curves for their product, at the market 
determined barter exchange rates for their product as against every 
other product. Thus, all producers meet at the market place to 
exchange their products through barter. For such a model no 
participant can get into an exchange under the incentive to re sell the 
acquired goods at profit, so long as he is unable to influence market 
rates. More specifically, the main conditions of the perfectly 
competitive barter model are: 


i. Barter exchange rates {P, ,) for any two goods X, Y, are fixed 
and given as market determined values. 

ii. Participants are utility maximisers for the given period's 
consumption. 

iii, Participants are fully informed about the exchange rates [P, ,} 
for any two goods X, Y. 


Within the context of this frictionless perfectly competitive barter 
model we must also maintain the condition that there is zero search 
cost. Accordingly, the matching in terms of consumption taste is 
automatically and immediately secured between any two exchanging 
parties. In a simplified two goods model (X,Y), such matching is 
expressible in terms of the participants’ MRS. values (i.e. the 
absolute value for the marginal rate of substitution), for the two 
goods. 

Hence, given any two parties A and B with MRS{, and MRS%, 

respectively, and a given market determined exchange rate, P,,, the 
following two conditions are necessary and sufficient for exchange 
between the two parties, namely: 
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@) MRSS, > By =” MRSS) 
or 
Gi) MRSS, < Ry < MRS}, (4) 


Then, at equilibrium, the following condition is satisfied: 
(iii) MRS$, = Pyy = MRS$y (5) 


The idea is that the convexity of the XY indifference curves is 
crucial for the shift from condition (4) to condition (5). If convexity 
property fails to be satisfied, as is the case between different quality 
homogencous goods (for example, low quality dates and high quality 
dates), satisfaction of the above conditions becomes questionable 
under the perfectly competitive model. Alternatively, conditions (4) 
and (5) can easily be satisfied for homogeneous goods when we 
introduce an element of monopoly. 


Ribd al-fadl within the Competitive Model 


The idea is that under normal! conditions for any two homogeneous 
goods defined as high quality (X) and low quality (X’), the 
indifference curve is linear. Hence, the rate of marginal substitution 
MRS becomes a fixed number, i.e. 


MRS,,.=a@ for all possible X, X’ combinations. _(6) 


The linearity of indifference curve implies that at any given level 
of satisfaction the individual has a strict preference of high quality 
to low quality which is insensitive to how much low quality he is 
offered in place of the high quality, This idea is reflected in the fixity 
of MRS, which is defined as: 
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MU(X) _ 5, 


MRS = 
ns MU(X) 


(7) 


where MU(X’) is the marginal utility of the lower quality good and 
MU(X) is the marginal utility of the high quality good. On the other 
hand, this implies that: 0 < a < 1. For example, @ = 1/2 implies that 
two units of the low quality are equal, in utility, to one unit of high 
quality. 

Hence, to show how any two parties A and B can engage in riba 
al-fad! within the perfectly competitive environment, we must 
compare their preference parameters @,, @, with reference to 
conditions (4) and (5) above. Yet, it is more illuminating to examine 
the overall structure of preference parameters {0:,) for all possible 
participants (i= |, 2, ...n) in the market, We shall define the market's 
preference rate, 0... for the given good (for example, dates) as the 
mathematical average (expectation) of all individual preference rates 
in the economy: 


a,=E(a); Vi (8) 


Note that the market's preference rate, o,, must be identical to 
the fixed market exchange rate for the two homogeneous goods X, 
X’ differing only in quality, i.e, @, = P,... We shall now look at the 
structure of the different o, with special reference to the effect of 
wealth. 


Effect of Wealth 

It can be seen from (7) that @, is closer to zero for wealthier 
participants, but closer to unity for poorer participants. In the limit 
MU(X") = 0 for a very wealthy person who never considers low 
quality. implying that a, = 0 is the limit for the wealthy class. 
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Alternatively, MU(X") = MU(X) = a, = I for the very poor class 
who only care for quantity regardless of quality, Hence, given that 
@, is the average (market) preference parameter, we may stipulate 
that; 


(i) 1, > Ot, for poor people 


(ii) a <a, for wealthier people 


Conditions for Riba al-fadl 


Now, if we refer to the classic case of Party A (the owner of high 
quality dates) and Party B (the owner of low quality dates), then it is 
easy to establish the necessary and sufficient condition for riba al- 
fadl between these two parties under the perfectly competitive model, 
namely: 


MRSS. > P..> MRSE, 
This can alternatively be written as 
a, >a, >a, (9) 
To achieve a state of equilibrium under the perfectly competitive 
model in comparison with (5), we must be able to move from (9) to 
(10) below: 
a,=G,=a, (10) 
Hence, the critical question is whether or not conditions (9) and 


(10) can be satisfied under the perfectly competitive model for riba 
al-fadl goods as they do for usual goods. 
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Ribd al-fadl and the Preference Structures 

There are three possible structures for the preference parameters 
{a} in the economy: 

i. The Uniform Structure: This is represented by the simple 
model: 


Qs: VE 


¥ oO 


That is, every individual participant adopts the market preference 
parameter ©. But under this structure it follows that: 


0, = 0,= O, 
and, hence, riba al-fadl cannot arise since condition (9) is not met, 
while the equilibrium condition (10) is automatically met. Hence, it 
is a State of equilibrium where riba al-fadl should never take place. 


ii. The Non-Uniform Structure: Under the non-uniform 
structure there are two possible cases, namely: 


(a) a,<a@,<a@, 


where riba al-fadl cannot arise since condition (9) is not met, The 
other is: 


(b) a,<a@,<a, 
Here riba al-fadl can arise, since condition (9) is met, but the 
equilibrium condition (10) cannot be met due to the fixity of a, and 


, at all levels of X, X’. The result is a corner solution, implying 
exchange of all for all, 
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The above analysis shows that ribd al-fadl under the perfectly 
competitive model fails to satisfy the normal conditions of exchange 
that are satisfied by usual goods. The only possible case is a corner 
solution that cannot be accepted either theoretically or practically. 
On the one hand, a corner solution deviates from the normal properties 
of a perfectly competitive model, where convexity properties are 
necessary for the attainment of the model's optimality conditions. 
On the other hand, such a corner solution cannot describe the practical 
exchange of ribd al-fadl. 

Even more critically, the condition which results in such a corner 
solution may not even arise. If we refer to the Section on Wealth 
Effect, this condition means that Party A belongs to the poorer class 
(&, > a.) while Party B belongs to the wealthier class (a, < o,), This 
is too abnormal, given that Party B is the owner of low quality dates, 
while Party A is the owner of high quality dates. 

Hence, for both practical and theoretical reasons we shall disregard 
such an abnormality. It follows that ribd al-fad/ cannot exist under 
the perfectly competitive model like other usual exchanges of non- 
homogeneous goods. Hence, Result (2) is established. 

If ribé al-fadl fails to obtain within the perfectly competitive 
model, it means that Party B must follow the Prophet's direction in 
order to satisfy his want for high quality dates. That is, sell X at price 
(another good) and then use this money to buy Y. 


The Rise of Monopolistic Behaviour 


It is easy to show how convexity property required by conditions 
(4) and (5) can be satisfied for ribd al-fadl once we deviate from the 
perfectly competitive model and introduce a monopoly element. In 
this case the two goods X, X‘ are no longer perfect substitutes in 
consumption for Party A. The holding of low quality good X’ is 
intended for trade purposes rather than consumption purposes. When 
the trade motive in introduced, we must allow for the possibility that 
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Party A has a monopolistic power (ie. m > 0), such that he can 
influence the market price of X’ (in terms of other goods) by 
controlling its supply. In this case the low quality good X’ becomes a 
unique investment asset for Party A as opposed to X, thus allowing 
for the convexity of indifference curve when combined with high 
quality good X. The possible monopolistic model for ribd al-fadl 
still needs more elaborate analysis, which is however beyond the 
scope of our present study, 
To sum up we may draw attention to the following two points: 


1. Qualitative differences for ribd al-fadl goods may not all be of 
the strict preference type, (i.e. high quality preferred to low 
quality). For example, certain different qualities of dates cannot 
be graded on a strict preference scale, implying that the linearity 
of difference curve may no longer hold, Yet, it is easy to show 
in this case that the market's preference parameter, ,, 
converges on average to unity, implying that participants would 
exchange equal quantities without ribd al-fadl. 


2. Our findings with reference to the perfectly competitive model 
are based on the assumption of utility maximisation for 
participants, which may hold in practice but not as strictly as 
assumed in theory. This may account for the possible rise in 
riba al-fadi even for a fairly competitive market without a 
monopolistic intent. What we have essentially established is a 
strong economic tendency of association between riba al-fad! 
and monopolistic behaviour, 
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= 


Mabid Ali al-Jarhi* 


his paper carries an interesting and possibly seminal idea. 
Surprisingly, the author chooses to leave it aside and goes after 
another one of little merit. 

The paper starts with dividing an economy into two main sectors, 
the market and irfaq sectors, It continues to outline some of the special 
characteristics of the latter sector in an Islamic economic system as 
well as the factors that would make it more prominent in providing 
both prevention and cure for poverty, Through reading the first part **, 
| expected the following: 


1. The author would carry out his vision to show us the 
relationship between the two sectors and how they would 
interact, This would be done through the study of the effects 
of poverty reduction on human capital and how this could 
ultimately affect production and prices, The potential of making 
the aggregate level of output as a function of wealth disparity 


* Direetor, Islamic Research and Training Institute, Islamic Development Bank, 
Jeddah, Saudi Arabia, 

™ While revising the paper, the author has deleted a major portion of the purt under 
reference [Editor] 
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among individuals has been hinted at in the literature, but 
received little formal treatment. 


2. The author could set two simple models for an Islamic and a 
conventional economic system, each containing a market and 
an irfag sector. We would then find many aspects to compare 
between the two models. 


Unfortunately, the author directed his interest to two arguments, 
neither of which appears to be worthy of his talent. 


1. The issue of the treatment of interest rate elimination in an 
Islamic economy, and whether it should be considered on 
efficiency grounds or on re-distributional grounds 


This particular point reflects a misunderstanding of the analysis 
presented by some economists on the subject, While ribd elimination 
could have redistributive effects, its main raison d’étre is allocative 
efficiency. 


2. The relationship of riba al-fad! with monopoly 


The author has expended much energy on this point, making it 
the main focus of his paper. Yet it does not seem to be credible for 
the following reasons. 


i. The reasons for the prohibition of riba al-fadl mentioned by 
fugahd’ are two. The first is the monetary aspect, called by the 
author a ‘pricing property’. Commodities used as money serve 
the usual monetary functions. Their units must be designed to 
be exactly equivalent. Differences in weight or metal content 
would cause traders to incur higher transaction costs. This 
would reduce the ‘moniness’ of the commodity money, making 
it less suitable for use as a means of exchange as well as a unit 
of account. 
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ii. As to the proof of association between ribd al-fadl and 
monopolistic behaviour, with which I find myself rather 
amused, my adyice to the author is that his energy and talent 
should go somewhere else. It is sufficient to point out the 
following: 


a. The author attempts to distinguish between monopolistic 
and competitive transactions, as a prelude to placing riba 
al-fadl transactions into the latter category. This cannot 
work. Transactions are purchases and sales, or acts of 
exchanging goods and services. It would take considerable 
imagination to classify transactions into monopolistic and 
competitive in a manner that would make them mutually 
exclusive, 

b. The indifference curve between a low and high quality 
commodity as a straight line is erroneous. They are two 
distinct commodities, subject to diminishing marginal utility 
at different rates, The concavity of their indifference curve 
is a must, 

c, The two points above are sufficient to render the proof 
unworkable. 


An aspect of the paper of less importance that I wish to comment 
on is the language, which appears in some cases to be too declarative. 
In particular, the description of conventional economic systems 
(capitalist, socialist and mixed) as “secularist’ is unjustifiable. I would 
prefer to describe them only as conventional. The Islamic economic 
system as developed by Islamic scholars is neither holy nor divine, It 
reflects our human understanding of the Scriptures, which is as human 
as we are. 


COMMENTS 
a 
Abdel Rahman Yousri* 


he main objective of the paper is to demonstrate how ribd (usury) 
elimination helps in poverty alleviation. Riba or usury is 
classified in Islamic jurisprudence into ‘loan ribd’ and ‘sale or trade 
riba (riba al-fadl). The first kind is recognised by the majority of 
jurists and Islamic economists as equal to ‘interest’. The second kind, 
i.e, trade-usury currently receives little attention from scholars 
because it is thought to be relevant only to barter exchange economies. 
The impact of the removal of loan-ribd on income distribution 
has been shown through its curative function. On the other hand, 
trade-usury’s removal is thought to affect income distribution through 
its preventive function. The author does not deny that the effect of 
loan riba on income distribution has been dealt with in contemporary 
literature on Islamic economics, Yet he thinks that the ethical side of 
the loan riba argument, i.c. the irfag (benevolence) was not given 
sufficient care, 
In secular economic systems, the author claims, a distributional 
Strategy that is targeted towards poverty alleviation is necessarily 


* Director General, International Institute of Islamic Economics, International Islamic 
University, Islamabad, Pakistan, 
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dependent on the existence of a non-utilitarian sector or power, which 
is the government. In an Islamic economic system, in contrast, such 
a non-utilitarian power is endogenous as every Muslim is committed 
ideologically to a philanthropic or a non-utilitarian behaviour, in 
particular towards the poor and needy. Thus, the corrective or curative 
measures targeted at a fair or just distribution of income in an Islamic 
economic system are not dependent mainly or exclusively on an 
exogenous power, i.e. the government, The author emphasises the 
uniqueness of the Islamic economic system and its advantages over 
secular economic systems in this respect. 

Turning to trade-usury’s removal, the author focuses on its 
preventive function. Trade-usury practices in food items lead to 
monopolistic positions in their markets, Thus, prohibition of trade- 
usury plays an important preventive role against monopolistic 
practices and consequently helps consumers. This result is particularly 
important to poor consumers who assign a large portion of their budget 
to food. | would like to make the following comments: 

1. The author has made a rather hasty statement that riba 
elimination in Islamic financial schemes has not produced any 
tangible re-distributional effect in favour of the least fortunate and 
poverty stricken masses. In this context, he notices that 90 percent of 
the population in countries that took large steps against the interest 
system, two decades ago, are still living below the poverty line. In 
his opinion this is ‘too ironical’. What is ironical in my opinion is to 
think that Islamic financial schemes established in some Islamic 
countries such as Islamic banks, have really succeeded in eliminating 
ribé from their transactions after two decades of experience. These 
schemes have introduced new financing techniques that are interest 
free from a purely juridical point of view. Yet, in practice some of 
these techniques could not be carried out correctly or fully as 
desirable. Blame cannot be placed only on the new Islamic financial 
schemes for deviation or shortcomings in application but also on 
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many exogenous factors. Let us only think of financial relations with 
anon-Islamic world as well as with many Islamic countries that until 
now do not have any interest-free banks. How can these relations be 
established on a truly interest free basis? 

Minor dependence on true interest free methods such as 
muddrabah and over-dependence on murdbahah finance, for which 
Islamic banks have been severely criticised, prove that we are still 
midway after two decades, This is true whether we consider Pakistan, 
Tran and Sudan where Islamisation has taken place officially at the 
macro level or Egypt, Jordan and Kuwait, etc., where Islamic banking 
is practised in a dualistic banking system and dualistic economic 
and social conditions. Thus, it is unacceptable to assert that riba 
elimination has not produced any tangible effect on income 
distribution. 

On the other hand, the author should notice that many other factors, 
recognisable in secular and Islamic economics as well, affect income 
and wealth distribution in any society. We cannot just exaggerate the 
role of one factor such as riba elimination. It should also be noticed 
that the figure quoted by the author, i.e. 90 percent living below the 
poverty line does not prove anything concerning the distribution issue. 
For even if ‘absolute equality’ is achieved in distributing income in 
countries that officially have fully Islamised their economic system, 
such as Pakistan or Sudan a 100 percent and not only 90 percent 
could still be living under the poverty line. 

2. The example given under the Section ‘riba paradox and the 
obvious resolution’ is rather artificial and cannot be taken seriously. 
In a modern and advanced secular economy, a poor worker's family 
will be covered by health insurance services otherwise he will get 
lost as he will neither be able to borrow money from banks with 
interest nor buy medicine on credit terms from a pharmacy. However, 
if a pharmacy accepts to deal with such a poor man, the rate of interest 
charged for deferred sale purposes will be consistent with the current 
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rate charged by the banks. Insurance companies, it will be noticed, 
are covering most of the risks involved in this case. Now if a 
developing economy is considered, the poor worker's family may 
not be covered by any health insurance. Again a bank would not lend 
to this poor worker under any circumstances. This case is ruled out 
completely. A moneylender in the informal sector may lend to the 
poor worker. Available studies show that these moneylenders are real 
loan sharks. The interest rates which they charge small borrowers 
may rise to fantastic levels such as 500 percent 1000 percent or more 
per annum. On the other hand a purely utilitarian (a profit maximiser) 
pharmacy will never sell on credit terms in our developing economies 
to a poor worker, 

The point which the author wishes to make with his “dramatised 
example’ is that a moneylender who gives a loan to the poor worker 
whilst charging an exorbitant rate of interest will be more “humane’ 
than the seller of medicine who turned the worker down. Now, in 
logic, if A and B are ‘absolutely’ lacking a certain attribute we 
cannot say that A is ‘relatively’ better in this attribute than B or 
vice versa. Going into details to prove that the behaviour of a loan 
shark can never be considered humane will take us to stories rather 
than economic analysis. A reference may only be made here to 
Shakespeare’s Merchant of Venice. Leaving aside unrealistic 
examples, there is a probability that ‘mercy’ may come into the 
heart of a merchant of goods and motivate him to be “beneficent” in 
some cases, For a moneylender such probability can never be 
assumed unless this person decides to abandon his business forever, 
Thus. in reality a poor worker who is in distress may still find a 
benevolent merchant who accepts to sell him his necessities of 
medicine or food. A merchant will never be as potentially merciless 
as a person who lives on usury unless this merchant himself is 
explicitly or implicitly involved in lending money with usury. 
Therefore, you will find in the Qur'an that “Allah has permitted 
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trading and forbidden riba." (2:275] Deferred sale was permitted 
among other kinds of sale and Muslim jurists explained that the 
conditions of deferred sale should not involve any implicit riba 
transaction. If deferred sale was as exploitive as riba, or may lead 
to more exploitation of the poor than riba, it would have never 
been permitted by Allah. “Allah commands justice, the doing of 
good, and liberty to kith and kin, and He forbids all shameful deeds, 
and injustice and rebellion: He instructs you, that ye may receive 
admonition” {16:90}. 


Evaluation of the methodology, analysis and the results 


1. The author has explored the necessity of a non-utilitarian or 
philanthropic sector (or behaviour) for a just income distribution 
on the one hand and for effective removal of ribd on the other. It 
should be noted that a loan in Islamic Shari‘ah should only be given 
on a philanthropic basis. A loan, therefore, can never be but a 
benevolent loan. However, in practice the case of a loan that is based 
on irfagq or philanthropy will only arise when we take the special 
case of a loan given to the poor or the needy for his consumption. 
For people who need finance for their business, particularly well- 
off businessmen, talking of benevolent loans is rather misleading, 
with minor exceptions, Business finance should be done only 
through profit or loss sharing for the sake of the rational use of 
scarce capital resources, Only and exceptionally benevolent loans 
based on the irfaq principle (philanthropy) may be given to small 
entrepreneurs who are willing and technically capable of operating 
some kind of small size labour intensive business but they lack the 
small finance which would enable them to start. Even in such cases 
the utmost care should be taken lest scarce capital resources are 
wasted on projects that are not advantageous for society or are 
misused by some bad entrepreneurs. The Islamic Shari ‘ah imposes 
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upon all Muslims the responsibility of rational use of ayailable 
resources, which are bounties of Allah, 

In fact, the author's over-emphasis on irfaq as a factor that should 
necessarily accompany the prohibition of ribd has put limits on the 
analysis. We do not find in the paper an analysis of the effects of 
interest-free finance given to business on poverty alleviation, We 
have seen how interest-free loans based on irfaq would effectively 
help in poverty alleviation. But the paper has totally neglected the 
possible effect on poverty of the interest-free finance given to 
business on the basis of profit or loss sharing. This is a rather serious 
shortcoming. A few remarks on this issue may be in order. 

First, interest-based finance plays a serious role in wealth 
concentration and income distribution, Literature has shown that 
bank lending on the basis of creditworthiness is positively helping 
the rich to be richer while depriving small businessmen of finance, 
which they need. Small businesses, which are mostly dependent on 
labour intensive techniques, represent important earning sources 
for a considerable number of low-income labour. They also produce 
goods and services that are relatively important to low-income 
groups. These facts are particularly true in developing Muslim 
nations and they require further investigation through economic 
research, 

Second, the relative importance of interest as an item in total 
costs of production should be investigated in general. Yet this 
investigation should be carried out particularly in food production 
as well as in other kinds of production, which are important for 
low-income groups. 

Third, how far does interest-based finance create a tendency 
towards a structural change in output that is favourable to high- 
income groups? In other words, would the profit maximising firms 
financed with interest on a creditworthiness basis produce more of 
the goods and services that satisfy high-income groups? It has been 
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noticed in Egypt that the construction industry has over invested in 
building hotels and luxurious houses for high-income groups while 
almost totally neglecting the housing needs of the low-income 
group. The expansion of the Egyptian construction industry has 
been financed by commercial banks on an interest basis 


2. With respect to trade-usury, the author has shown a deep 
interest in finding out the Shari‘ah intent of its prohibition. In 
Islamic jurisprudence several interpretations were given by different 
scholars to trade-usury and the wisdom of its prohibition, These 
interpretations are all based upon the Prophet's (peace be upon him) 
hadith concerning usury. The most famous and comprehensive trade- 
usury hadith is the one investigated and recorded by Bukhari and 
Muslim and agreed upon by both of them as truly reliable and 
correct. The meaning of the hadith as expressed by the Prophet 
{peace be upon him) is: “Gold for gold, silver for silver, wheat for 
wheat, barley for barley, dates for dates and salt for salt, same for 
same in exactly equal exchange, hand to hand, whoever gives more 
or asks for more is involved in ribd, the taker and the giver are 
alike (in sin).” 

There are other ahddith reported by Bukhari and Muslim on 
trade-usury as truly reliable and correct. The author depends upon 
one of these heavily. The hadith says that one of the Companions 
of the Prophet (peace be upon him) brought him high quality dates 
from the town of Khaybar. The Prophet (peace be upon him) asked, 
Are all the dates of Khaybar like this? The Companion said, I swear 
not, O Messenger of Allah but we get one sd‘ (about one kilogram) 
of these high quality dates in exchange for two sa’ of the low quality 
dates. Then the Messenger of Allah (peace be upon him) said, Don’t 
do this but exchange same for same in equal quantity or sell your 
low quality dates and with its price you can buy high quality dates. 

The wisdom of prohibition of trade-usury was not clear to 
everyone even to some of the close Companions who lived with the 
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Prophet (peace be upon him) in Madinah. The explanation given 
later on for the wisdom or the intent of trade-usury prohibition went 
in different directions. Yet all explanations given seem to be quite 
plausible and complementary. To sum up: first, people are prevented 
from exchanging one commodity for the same in different amounts 
(by scale or by measure) to avoid injustice in this particular barter 
exchange. Injustice is bound to happen in this exchange because of 
lack of experience and information on quality. Some people would 
gain much more than others because they are more experienced or 
better informed on the quality of the exchanged goods. Pure luck 
will also play a role in distributing gains from barter exchange of 
the same commodities. Thus, people were advised by the Prophet 
(peace be upon him) to use a medium of exchange if they want to 
trade wheat for wheat or gold for gold. A medium of exchange in 
this particular exchange would help the exchangers to be clearer 
and well informed of the market price of what they sell or what 
they buy instead of depending on their own valuation. It should be 
noticed that if people are not using a medium of exchange they 
have to exchange an amount of commodities such as wheat or dates 
etc., for the same amount of the same commodity hand-to-hand 
whatever differences in quality there are, Then there will be no 
motive for exchange for anyone who possesses a higher quality 
commodity. Upon this explanation some contemporary scholars 
believe that the prohibition of trade-usury helped significantly in 
transferring the Muslim nations’ economies after the era of the 
Prophet (peace be upon him) from dependence on barter exchange 
to dependence on money exchange which enhanced their economic 
growth, 

Second, gold and silver, two of the six commodities mentioned 
in the hadith of wade riba prohibition, were money in the Prophet's 
(peace be upon him) era and for many centuries after him. Trade in 
money is Serious since it is bound to lead to well-known riba 
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transactions. Thus, in the hadith two kinds of restrictions were 
imposed on the trade of money to prevent ribd. First, a kind of 
metallic money should not be exchanged for the same except in 
equal exchange even if the quality is different. Thus, there is no 
motive to exchange the same kind of money. A door for riba in 
money was closed, Later on Muslim jurists established a rule based 
on this; namely that a certain currency should not be exchanged for 
the same in different amount. Second, if a kind of money is traded 
for the same and in equal exchange or for another kind (for example, 
gold for silver) in different quantities, as commanded by the Prophet 
{peace be upon him), money should be delivered instantly, *hand- 
to-hand". This second restriction is imposed on money exchangers 
to prevent a delay in payment which may, at a future date, lead to 
demands for extra money above what is agreed upon. In this way 
another door for riba connected with money was closed. It should 
be noticed that these special interpretations of usury were unknown 
to scholars in the medieval period but were not totally absent from 
Jewish literature. 

Third, four of the six commodities mentioned in the hadith 
concerning trade ribd prohibition are food items; namely wheat, 
barley, dates and salt. But these items are homogeneous, storable, 
easily divisible in very small units and measurable. People 
frequently used them in the medieval period as mediums of exchange 
within the barter system. Thus, they played the role of money, 
similar to gold and silver. Accordingly, they were liable to be 
demanded for their own sake and kept as assets as long as they 
could be stored in good condition. Accordingly, an exchange of 
any one of these commodities for the same would not really be 
different than exchange of gold for gold or silver for silver. Under 
these conditions bartering wheat for wheat or barley for barley, etc. 
opens doors for ribd just like bartering gold for gold or silver for 
silver. Later on some jurists, on the basis of deduction, treated 
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homogencous commodities which have the same properties as those 
mentioned in the hadith in the same way. 

Fourth, bartering any of the four food items for the same should 
not be done on an utilitarian basis unless the quantities exchanged 
are not equal, which cannot happen except if qualities are also 
different. Imam al-Ghazali tried to explain this kind of barter by 
searching into its reasons. 

Each exchanger must be looking for a sort of ‘gain’ for himself 
and each one also must have a ‘surplus’ above his own basic needs 
of the particular food item which is subject to the exchange. A gain 
may be in the form of additional satisfaction if he is a consumer or 
additional stock of the commodity (similar to money) if he is a 
merchant. The consumer in this case must be looking for a better 
quality of the same kind of food than what he already possesses, 
This is a sort of luxury. The merchant on the other hand who is 
accumulating more of the same kind of food may become a 
monopolist in the market. If this happens it would be against the 
public interest and particularly unfavourable to poor consumers, 
Imam al-Ghazali considered that both parties are wrong because 
they establish a kind of trade in food that may lead potentially to 
monopolies in the food market. Imam al-Ghazali who belonged to 
the Shafi T school of figh ruled as illegal any barter in similar food 
items and not only in the four commodities mentioned in the hadith. 

Against this background it is quite surprising to find that the 
author of this article has concentrated on the monopolistic aspect 
of trade-usury to the extent that he neglects all other aspects. Does 
the author think that these other aspects are ‘unimportant’ or 
‘neutral’ to the question of poverty alleviation? Is there not a direct 
gain accruing to all people from a ‘just exchange’, a matter which 
would be realised when they are better informed about the market 
value of whatever commodity they have in terms of another 
commodity? Would this ‘just exchange’ not be of particular 
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importance to the poor section in society, especially when they 
exchange food necessities? Would not the prevention of trade-usury 
close the back door to loan-usury? Thus, affecting the costs of 
production and prices in general is a matter that is reflected in the 
cost of living in society, Would not trade in food items that 
functioned as money affect their prices, irrespective of the 
monopolistic consequences and, therefore, affect the cost of living? 
Would not trade in the four food items in the manner prohibited by 
the Prophet (peace be upon him) affect their market prices 
irrespective of the monopolistic consequences? Should we think 
that as long as these items functioned as money, or quasi money, 
their accumulation, even by many merchants is bound to reduce 
their supply, raise their value and affect the general standard of 
living? Would not the poor suffer more than others in this case? 
These questions deserve discussion and call for further investigation. 

Finally, | think that an attempt to draw a relationship between 
the removal of monopoly in the food market, upon the prohibition 
of trade-usury, and poverty alleviation while theoretically useful is 
practically of minor importance. Barter exchange has almost 
disappeared from all the world markets with the exception of village 
markets in some developing countries. 

If the author wishes to say that the removal of monopolistic 
practices in food trade would help effectively in alleviating poverty 
in society we would certainly agree with him, Yet we have to remind 
ourselves that in all modern economies, monopsonies or monopolies 
will arise in food markets because of other reasons than trade-usury. 
Thus, talking about trade-usury prohibition as an effective measure 
against monopolistic practices is rather out of date, with minor 
exceptions, as I have mentioned above. 

Even at the time of the Prophet (peace be upon him) available 
evidences reveal that monopolistic practices were removed by 
different means and policy measures, The Prophet (peace be upon 
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him) waged a severe attack against monopolists through direct 
supervision of the market transactions to ensure its freely 
competitive character. Tolls imposed on entry as practised by Jewish 
merchants in Madina markets before Islam were abolished entirely. 
The principle of free entry was strengthened by making the market 
area available to everyone on an equal footing at any time. Reserving 
areas in the market on a permanent basis was not allowed. Merchants 
were encouraged through moral persuasion to increase their supply 
particularly in the food market. Certain practices that establish special 
markets away from the general market area were forbidden, as these 
potentially raise prices. Giving true information on qualities of the 
commodities traded in the market was emphasised as being closely 
related to belief. Considering all these measures that were taken 
against monopoly, the question is how important the role of the 
prohibition of trade-usury is in eliminating monopoly and then in 
alleviating poverty? 
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CHAPTER 6 


The Problem of Risk and 
Insurable Interest in Takdful: 
A Jurisprudential Analysis 


= 


Mohammad Daud Bakar* 


1. INTRODUCTION 


his paper aims to examine the position of both risk and insurable 

interest in the context of Islamic insurance theory and practice. 
It has been observed that since the introduction of the first Islamic 
insurance (hereafter, referred to as rakdful) product in 1979 in Sudan, 
the issues of risk and insurable interest have not been subjected to 
any serious and thorough study either by Muslim economists or by 
Muslim jurists. It is of relevance to devote this paper to discussing 
and analysing the issues of both risk and insurable interest, since 
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' The discussion in this paper is biased towards legal and Shart‘ah perspectives as 
the writer's expertise lies in the legal profession and not in economics, 
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insurable interest, which is closely related to insurable risk, is one 
of the fundamental legal principles under conventional insurance 
law. 

Furthermore, it is not an exaggeration to note that insurable interest 
has been perceived as the most important legal principle compared 
to other legal principles, namely principles of indemnity, subrogation 
and utmost good faith, This is simply because, as will be explained 
later, the principle of insurable interest is the element that 
distinguishes insurance from gambling and wagering. 

It is also worth pondering on some related issues; inter alia, how 
does takdful perceive the principle of insurable risk and insurable 
interest? What is the acceptable methodology from an Islamic 
viewpoint through which one can ascertain the intended meaning of 
insurable risk and insurable interest? What would be the impact if 
takaful were to perceive the principles of insurable risk and insurable 
interest different from the conventional perspective? Should rakaful 
practice deviate from conventional practice on issues of insurable 
risk and insurable interest even if the deviation is economically non- 
viable and non-feasible? 

The paper seeks to reconsider the meaning and interpretation of 
both insurable risk and insurable interest for the consumption of 
the takdful industry since the existing interpretation may not be 
compatible with Shart‘ah principles. The major basis for this 
contention is that takdful, unlike conventional insurance, does not 
have a relationship of insurer-insured. All of the participants, i.e. 
policyholders, are both the insurers and insured. The takdaful 
company or operator, irrespective of whether it operates under 
commercial takdful or cooperative takdful, does not assume the 
responsibility of insurer, Does this major distinction between the 
two insurance systems and philosophies provide a valid ground to 
reconsider the existing principles of conventional insurance 
including insurable risk and insurable interest? The paper seems to 
support this line of thinking. 


The Problem of Risk and Insurable Interest in Takaful 


2. ISLAMIC INSURANCE OR TAKAFUL: 
A BRIEF INTRODUCTION 


Confusion may arise due to some misconception about the Islamic 
insurance operation in contemporary practice. Therefore, without 
having a clear understanding of the theory and practice of rakdful, 
discussion on issues such as risk and insurable interest would be 
misleading. It is illogical and ironic for takdful to operate under the 
same purview and preamble as conventional insurance. It follows 
from this that it is unjustifiable that the perception of the issues of 
insurance be the same under the two schemes, namely conventional 
insurance and rakdful. 

Takaful, is an Arabic word that signifies mutual guarantee wherein 
parties in fakdful provide guarantee and help to one another, Takaful is 
based on the Qur’dnic concept of ta‘dwun (mutual assistance) as Allah 
enjoins upon Muslims; “Help you one another unto righteousness and 
pious duty. Help not one another unto sin and transgression, but keep 
your duty to Allah” [5:2]. Section 2 of the Takaful Act of Malaysia 
defines takdful as “a scheme based on brotherhood, solidarity and 
mutual assistance which provides for mutual financial aid and assistance 
to the participants in case of need whereby the participants mutually 
agree to contribute for that purpose”. 

Takdful differs from conventional insurance in the sense that the 
company is not the ‘insurer’. The persons participating in the scheme 
mutually insure one another and this is the very essence of the word 
takaful, The takdaful operator simply handles the matters of 
investment, business and administration of insurance practices. In 
terms of operation, takaful may operate on either a commercial or 
cooperative basis. The Sudanese takdful operation, for example, is 
based on cooperative or mutual takdful in the sense that the rakaful 
company ‘consists’ of the participants. The participants themselves 
elect the Board of Management to manage the insurance activities 
and to invest the fund. All the profit or surplus, if any, is put into the 
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fund to be distributed to the participants proportionately. The members 
of the Board are paid for their professional services. In Malaysia, it 
is based on commercial rakaful, that is the takaful fund is managed 
and invested by a commercial and corporate body that does not belong 
to the participants. The whole purpose of the business is to carn an 
underwriting surplus plus other revenues from investment activities 
whereby this surplus is shared between the company and the 
participants.’ 

This explanation shows that participants, the insured and insurers, 
could agree on many terms in relation to ‘insurance’ on the basis of 
mutual contribution and mutual indemnity on which policyholders 
under conventional insurance could not. While the focus of the former 
is more on mutuality, the emphasis of the latter is on financial 
feasibility as the insurance company would be the ultimate party in 
providing indemnity. It is on this basis that the paper seeks to explore 
how the distinct concept of both insurance schemes would affect the 
operations of insurance with regard to certain principles such as 
insurable risk and insurable interest. 


3. RISK AND ITS CLASSIFICATIONS 


There is no single definition of risk. The word ‘risk’ has been 
variously defined as chance of loss, the possibility of loss, uncertainty, 
the dispersion of actual from expected results or the probability of 
any outcome different from the one expected [Vaughan and Vaughan 
(1996)]. While some books have preferred the definition of risk as a 
condition in which there is a possibility of an adverse deviation from 


* The issue of sharing the surplus is one of the contentious issues under commercial 
takaful, The writer is of the view that sharing of the surplus under the muddrabah 
principle is not permissible. Perhaps, the basis of the contract of commercial takéful 
must be changed into a ju'dlah or wakdlah contract. Only then, would the company 
(the shareholders) be able to share in the surplus as either commission or fee. 
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a desired outcome that is expected or hoped for,’ other authors have 
defined it as uncertainty concerning the occurrence of a loss.‘ Though 
il appears to be simple, this word may invite many uncertainties 
amongst the practitioners. As it stands, one cannot appreciate the 
difference between risk and other risk-related terms such as 
uncertainty, peril, hazard, loss, etc. Also, one wonders whether these 
terms do matter in insurance because one insurance policy may cover 
one of these “terms” whereas the other insurance policy may cover 
the other. To be certain of the meaning of risk, particularly with regard 
to insurable interest, an attempt will be made to differentiate hetween 
these legal terms. We will reproduce briefly what has been said on 
these terms in some of the insurance books. After that, we will 
critically analyse the very meaning and concept of risk that is intended 
in the insurance dictionary. 

To begin with, we look at the word ‘hazards’. Hazards are acts or 
conditions that increase the likelihood or severity of a loss. Hazard 
may be a physical hazard or a moral hazard.° Either one of these may 
contribute to the actions of hazards that may result in perils. Perils 
are used to refer to the cause of the risk and this includes fires, 
automobile accidents, thefts, earthquakes, windstorms, illness and 
hundreds of other causes of uncertainty.° Therefore, even though a 
peril is a cause of uncertain loss, the hazard may increase this 
uncertainty. For example, fire is the cause for the loss due to fire but 
defective wiring is, for example, a physical hazard that increases the 
chance of a fire.’ 

The peril, with or without the hazard, would create a risk in a 
given situation. If a car is totally destroyed in a collision, the collision 
is then the peril, or cause of risk of accident. Obviously, when the 
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accident took place, which was uncertain before the event, what would 
result is the loss. The loss is the undesirable end result of risk against 
which the insurance would provide indemnity, The loss, generally 
speaking, is the decrease or disappearance of value that resulted in an 
unexpected or at least unpredictable manner,” From this brief analysis, 
we can conclude by saying that risk is the uncertain event caused by 
peril (that may be coupled by hazard), the result of which is the loss. 

As risk is of different types and classifications, this section will 
shed some light on these classifications as attempted by Western 
economists and insurance theorists. They have classified risk into 
many groups according to many different perspectives. Risk, based 
on the nature of the loss, may be either financial risk or non-financial 
tisk. While adversity in the former case involves financial loss, the 
adversity in the latter case involves non-financial loss,” Risk can also 
be classified as static or dynamic risk. Dynamic risks are those that 
result from changes in the economy such as changes in the price 
level, consumer tastes, income, output and technology advancement. 
This risk changes with the change in the economy, Static risks, on 
the other hand, involve losses that would occur even if there were no 
changes in the economy. These losses arise from causes other than 
changes in the economy, such as perils of nature and the dishonesty 
of other individuals, As static risks are generally predictable, static 
risks are more suited to treatment by insurance than dynamic risks."" 
Another classification of risk that is relevant to the discussion is pure 
risk and speculative risk. Pure risk is ‘pure’ in the sense that it does 
not mix profits and losses, The business of insurance is concerned 
with the economic problems created by pure risk. A more common 
example of pure risk is that found in the ownership of property, With 
regard to such a peril as a windstorm, the owner may either suffer a 


* Bickethaupt, op, cit., p. 9. 
* Vaughan and Vaughan, op. cit, p. 8. 
© Thid., p. 8. 
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loss or not. There cannot be a gain, In contrast, speculative risk is 
defined as a situation where either profit or loss is possible. If one 
buys 100 shares of common stock, one would profit if the stock price 
nises but would lose if the price declines."' 

For several reasons, under current practice only pure risks are 
insurable. Among other reasons, the law of large numbers can be applied 
more easily to pure risks than to speculative risks. Also, society at 
large may benefit from a speculative risk even if someone loses, but it 
is harmed if a pure risk is present and a loss occurs. For example, a 
firm may develop a new technological process for producing computers 
more cheaply. As a result, a competitor may be forced into bankruptcy, 
Despite the bankruptcy, society benefits since the computers are 
produced more efficiently at a lower cost to consumers. '* 


4. INSURABLE INTEREST 


Insurable interest as defined by insurance dictionaries refers to 
the interest an individual must have in insurance coverage carried by 
someone else.'’ From a legal perspective, insurable interest means 
that the insured or policyholder must have a particular relationship 
with the subject matter of the insurance. whether that be a life or 
property or a liability to which he might be exposed. The absence of 
the required relationship renders the contract illegal, void or simply 
unenforceable (depending on the type of insurance).'* 

It seems from the discussion that the very purpose of stipulating 
this principle or test is to determine the motive for purchasing 
insurance, and in the assignment of a beneficiary in a life insurance 
policy, For example, a wage earner applies for life insurance, and 
names a spouse and children as beneficiaries, The insurance company 


 Rejda. op. eit. p. 6, 

© Thid 

© Thomsett, Michael, Insurance Dictionary, p. 100, 
“ Birds, John (1993), p. 33. 
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recognises that, in the event of the unexpected death of the insured 
person, the family would suffer an economic loss. Accordingly, they 
have an insurable interest. On the contrary, one individual may offer 
to pay the premiums on a life insurance policy of another person, if 
that person names him as beneficiary. The insurance company, 
however, will not issue the policy on this basis, as it is a wager rather 
than a contract for insurance."* 

One wonders whether the principle of insurable interest is of a 
requirement just to avoid gambling and wagering practices or is there 
any legal justification that is more appealing? The history of the 
requirement of this principle seems to suggest that the very purpose 
of this requirement is to avoid wagers and other criminal offences,'* 
Therefore, the Life Assurance Act 1774, the first Act on insurance in 
the United Kingdom, prescribed that the indemnity is paid to the 
insured against a loss he actually suffers provided that he can show 
that he had an interest at the time of loss.'’ Furthermore, he can recover 
no more than the amount of the yalue of his interest."* Many modern 
statutes on insurance later adopted these provisions," 

However, modern statutes have also provided many exceptions to 
this requirement. The defunct Insurance Act of Malaysia (1963), for 
example, allowed a policyholder to insure his spouse, child or ward 
who were minors at the time the insurance was effected. This 
exception also included anyone on whom that person was at that 
time wholly or partly dependent." Section 152 of the Insurance Act 
1996 also gives the exception to the employer-employee relationship. 

Before we embark on discussing the jurisprudential issues of the 
above position of law, it is relevant to see how takdfidl Jaws such as 


© Thomsett. op. cit., pp. 100-101. 

'* See the preamble to the Life Assurance Act 1774, 
" Lynch v. Dalzell (1729) 4 Bro. PC. 431. 

Section 3, The Life Assurance Act 1774. 

" Section 152, The Insurance Act 1996, Malaysia. 
™ Section 40, The Insurance Act 1963, Malaysia. 
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The Takdful Act 1984 in Malaysia (hereafter, referred to as Takaful 
Act) treated the principle of insurable interest. The Takdful Act does 
not require the element of insurable interest in Family Takaful. 
According to a scholar, the nature of Family Takdful makes this 
element irrelevant as a participant participates in this scheme only 
for the benefit of himself and his family. He cannot do so for the 
purpose of benefiting, or on behalf of, a third party. Therefore, the 
absence of the requirement of insurable interest does not and cannot 
result in wagers or give rise to the temptation to destroy lives 
(Mahmood, Nik Ramlah (1991)]. The Takdful Act is also silent as to 
the requirement of insurable interest in General Takaful. The Report 
of a Committee” however, recommended that such a requirement be 
introduced by the company as a condition for participation and that 
in the absence of such an interest a General Takdful contract ought to 
be regarded as void. The Report defines insurable interest as a 
financial interest in the subject matter of the General Takdfil contract. 
The Report justifies this recommendation by stating that, whilst not 
transgressing the teachings of Islam, the requirement of insurable 
interest will in fact ensure that justice is done by requiring that 
adequate compensation be paid to the claimants.” 


5. SHOULD THE TAKAFUL BE CONFINED 
TO PURE RISK? 


As has been previously explained, modern insurance companies 
have confined their coverage to pure risks. Speculative risks are not 
covered because providing coverage on risks that are speculative in 
nature would resemble gambling. Is this contention true from an 


© In 1982, the Government of Malaysia constituted a Committee on the setting up 
of an “Islamic Insurance Company in Malaysia”, The Committee later recommended 
the adoption of takdful as an acceptable Islamic form of insurance and suggested 
broadly the mode of conducting this business. The Federal Government of Malaysia, 
accepting the recommendations, enacted the Takdful Act in 1984. 

* Thid. 
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Islamic legal theory perspective? Bearing in mind the very concept 
of takaful in Islam, which is based on brotherhood, solidarity and 
mutual assistance that provides for mutual financial aid and assistance 
to the participants, it could be said that prima facie, all types of risk 
are insurable from an Islamic point of view, As the takdful contract 
is meant to provide mutual help and assistance, then there should be 
no Objection for the participants to agree amongst themselves, perhaps 
in one group under the classification theory, to mutually contribute 
to a pool of funds and to mutually indemnify one or more participants 
faced with the loss resulting from a risk, be it pure or speculative, 
There is no principle of Islamic law that would render this agreement 
that is based on the rabarru‘dt concept, null and void. Above all, the 
principle of law in all matters is of permissibility unless proven 
otherwise [al-Nadwi (1994)]. 

The explanation of the above prima facie conclusion is as follows. 
The first argument is that every action is vulnerable to speculative 
risk even though this action has been classified as of pure risk. In 
other words, it is very difficult for a person to undertake a venture 
that carries only pure risk, i.e. only fear of loss without any hope of 
gain [Siddiqi, M.N. (1985)]. For example, a person working in a 
factory with the attendant occupational hazards or a taxi driver who 
is driving his car with the danger of accidents will always hope for 
gain out of their work. Insurance coverage, as it is, will provide a 
kind of indemnity not only to cover the loss but also, impliedly, future 
gain. This is because if a taxi driver cannot drive the car as a result of 
the accident, his future gain is also in jeopardy. Thus, a person 
participates in a rakdful scheme to protect not only the immediate 
loss but also, to some extent, the loss of future gain. This is different 
from gambling as in gambling there is no inherent risk before the 
commencement of the gambling transaction. The financial risk under 
gambling could have been avoided if the gambler wanted to do so. 
Whereas in ventures involving speculative risk such as investment 
activities, business enterprises and the like, there is an inherent risk, 
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though speculative, that the investor or the business man normally 
faces. Also, this risk cannot be avoided even if they wanted to do so 
simply because it is an integral element of those activities. Thus, to 
put speculative risk on the same footing as gambling is not acceptable. 
This is known as analogy with a discrepancy (qgiyas ma‘ al-fariq). 

Therefore, from an Islamic legal theory perspective, this qualifies 
as a proper ‘illah or ratio decidendi of a particular judgement as 
there is a missing link in the argument. This is known in Islamic 
legal theory as the co-extensiveness of the ‘illah.*' A good example 
is the prohibition of wine drinking in Islamic law. The possible “i/lah 
for this prohibition might be the colour of the wine, taste of the wine, 
the origin of or the effect of the wine that is intoxication, The proper 
and accepted ‘iliah is the intoxication though other attributes apply 
fo wine but they are not relevant in inducing the legal judgement. 

At this point, it is clear that a possibility of loss or gain, though 
this applies to both gambling and speculative-risk actions, is not 
conclusive evidence of their similarity because gambling creates risk 
(in order to gain) while actions of speculative risk carry the risk that 
is integral to them. Perhaps, the reason why speculative risk has not 
been admitted to the insurance practice is that it creates a large degree 
of uncertainty on the part of the insurance company, In other words, 
it is possible that insurance companies do not pay attention to 
speculative risk-types of actions as they perceive the whole insurance 
business merely from a commercial point of view instead of a 
jurisprudential point of view. Therefore, the failure to insure 
speculative risk is not because it is gambling but rather because it is 
not insurable at a reasonable price, 


» This means that the ‘i/lah must be co-extensive (muttarid) in a way that whenever 
the ‘illah exists, the rule of law must also exist. If not, it is called al-kasr or al-nagd, 
i.e, when one of the ‘illah’s properties is cancelled due to inefficiencies, and it 
becomes clear that the remaining property cannot induce judgement, the ‘illah is 
inflicted with kaxr (breakage); the inability of “illah to produce a judgement, on the 
other hand, leads to refutation (nagd). See al-Basri (1964), Vol, 2, pp. 821-822. 
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The above contention becomes clearer when we look at the 
requirements of an insurable risk listed in books on conventional 
insurance. From the viewpoint of the insurer, there are ideally six 
requirements of an insurable risk.** These requirements are as follows: 


1, 


The existence of a large number of homogeneous exposure 
units. The purpose of this requirement is to enable the insurer 
to predict loss based on the law of large numbers, If a 
sufficiently large number of exposure units are present within 
a class, the insurer can accurately predict both the average 
frequency and the average severity loss. 

The loss should be accidental and unintentional; ideally, it 
should be fortuitous and outside the insured’s control. This 
means that if an individual deliberately causes a loss, it should 
not be paid. 

The loss should be both determinable and measurable. It must 
be a type of loss that is relatively difficult to counterfeit, and 
it must be capable of financial measurement. In other words, 
we must be able to set some value on the extent of it. 

The loss should not be catastrophic. It must be unlikely to 
produce loss to a very large percentage of the exposure units 
at the same time. The insurance principle is based on a notion 
of sharing losses, and inherent in this idea is the assumption 
that only a small percentage of the group will suffer loss at 
any one time. 

The chance of loss must be calculable, The insurer must be 
able to calculate both the average frequency and the average 
severity of future losses with some accuracy. This is 


™ Redja, op, cit., pp, 21-23. We have written ‘insurer’ in italics to show that the 
determining factor in arriving at these requirements is the interest of the insurer 
instead of any principle which is more justified from the theory of law perspective. 
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necessary so that a proper premium can be charged that is 
sufficient to pay all claims and expenses and yield a profit 
during the policy period, 

6. The premium must be economically feasible. The insured 
must be able to pay the premium, 


All of these requirements, without exception, tend to point to 
economic considerations rather than the theoretical framework of 
insurance principles. In other words, theoretically speaking, the 
insurance principle does not disallow the inclusion of speculative 
risk in the insurance coverage provided it complies with these six 
requirements, To put this contention on test, it would be appropriate 
to see how speculative risk is able to satisfy these requirements. 

As for the law of large numbers, speculative risk could easily fit 
in as with the case of pure risk, For instance, if there are large 
numbers of investors who decided to invest in any stock market (in 
the approved Shari ‘ah manner as far as fakdful is concerned), then 
these investors could participate in a takdful scheme to mutually 
indemnify those participants whose shares have devalued subject 
to certain terms in the takaful agreement. The investment in the 
stock market also satisfies the second requirement, that is the 
decrease of the value of shares is always unintentional or accidental, 
One may argue that some investors may deliberately purchase shares 
from certain companies under a particular sector hoping that the 
value of the shares will decrease to be subsequently indemnified, 
If we were to accept this line of argument, then the logic of this 
argument would also strike the insurance on pure risk because the 
car driver who is insured under Motor Takdful, for example, may 
negligently cause the accident hoping to be compensated, Therefore, 
should we admit this line of argument, then all types of insurance 
would be questionable as the insured may misuse the fakdful scheme 
for his own interest. 
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Having said that, one must not forget that the rakdful scheme is 
governed by the same principles as insurance with regard to the 
granting of compensation, namely the insured cannot recover more 
than the amount of the value of his interest and also, his application 
is subjected to normal procedures of claim wherein negligence and 
moral hazard will be scrutinised prior to granting the compensation. 
The due investigation is necessary in both schemes, particularly in 
the rakdful scheme as the takdful operator, apart from being a manager, 
is also a trustee to all participants, To conclude, there is no reason 
not to accept that speculative risk may also cause a loss that is 
unintentional as in the case of pure risk. Above all, the insurance 
indemnity as in the case of investment should not exceed the face 
value of the investment sum. It does not indemnify the expected profit, 
as the loss of profit is not detrimental to the insured. To insure the 
expected profit, for example, is beyond the aim and purpose of this 
paper because the very purpose of the insurance or fakaful is to 
mitigate the burden of a few individuals by dividing it among its 
members and participants. To insure even the expected profit in 
investment activities would lead us to many Shari'ah complications, 

To further support the above argument, one may look at the 
classical practice of mutual financial assistance in Islamic history. 
We cite one example that is self-explanatory, namely that Islamic 
law does not distinguish between pure risk and speculative risk with 
regard to the need of protection or mitigation. Afzal al-Rahman 
reported that the merchants of Makkah used to have a scheme to 
compensate business-expedition losses and also those who suffered 
through natural hazards. He states: 


“Even before the Ministry of Muhammad the Makkan merchants 
had formed a fund to help the victims or survivors of natural hazards 
or disasters during their trading journeys to Syria, Iraq and other 
countries. It so happened that once, when Muhammad (peace be upon 
him) was engaged in trade in Makkah, a whole trading caravan was 
lost in the desert, apart from a few survivors. The managing board, 
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composed of the members of the contributory fund, decided to pay 
the price of the merchandise, including the value of camels and horses 
destroyed, to the survivors and families of those who perished in the 
disaster out of the common fund. Muhammad (peace be upon him), 
who was trading with the capital of Khadijah, had also contributed 
to that fund” [al-Rahman, Afzal (1979)}. 


This report explains that business journeys entail both pure and 
speculative risks. One may highlight the element of pure risk but one 
also cannot fail to note that business journeys are undertaken to gain 
profit. Therefore, there is a possibility of loss as well as of gain in 
business ventures. If we were to be strict on the principle of pure 
risk, Which means a risk that does not entail either profit or loss, then 
insurance coverage cannot be given to this type of activity. 

Among other requirements of insurable risk is that loss must be 
determinable and measurable. This is not an easy principle as some 
losses are difficult to determine and measure. The most obvious 
example is the Family Takdful scheme™ either for death or disability. 
The loss consequential to the premature death of the insured or his 
disability or hospitalisation is not determinable and measurable in a 
Strict sense, Nevertheless, the takdaful scheme accepts that. 
Surprisingly enough, if we were to ponder on the loss in investment 
activities, that is speculative risk, we are certain that the loss is 
relatively more measurable and determinable as far as the face value 
of the investment is concemed, 

Another requirement is that the loss must not be catastrophic and 
the reason given for this requirement was merely financial in nature. 
Therefore, this can be easily put aside because participants may agree 
to mutually contribute and mutually indemnify each other in one 
group against any natural calamity and catastrophic losses. The 
financial consideration of this principle becomes clearer when we 


* A good example of loss that is not determinable or measurable under conventional 
insurance is disability-income policy. See Redja, op. cit., p. 23. 
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note that many books mention that there are two approaches available 
for meeting the problem of catastrophic losses: first, by recourse to 
reinsurance and second, by dispersing their coverage over a large 
geographical area.” It is clear by now that the reason for the inclusion 
of this requirement in insurable risk is based exclusively on financial 
and feasibility considerations, This requirement has nothing to do 
with the “bona fide” legal principle. Therefore, under fakaful, 
catastrophic losses could be insured from a legal point of view, though 
it may not be feasible due to the danger of high exposure to one big 
loss at one time. 

While the fifth requirement resembles the third requirement, the 
sixth requirement is financial in character. We have dealt with the 
issue of calculation of loss and it seems to us that the calculation of 
loss is not a must and is not always possible. As for the feasibility of 
the premium or contribution, it ultimately depends on the participants’ 
financial ability to contribute a high amount for high protection of 
risk. It is only fair to contribute a higher amount in order to protect 
oneself from a more serious risk. 


6. INSURABLE INTEREST FROM AN 
ISLAMIC PERSPECTIVE 


The principle of insurable interest, as previously explained, 
specifies that the insured must be subject to a loss or some other 
kind of harm to seek insurance against. To be enforceable, all 
insurance contracts must be supported by an insurable interest. The 
literature on insurance tends to suggest that the principle of insurable 
interest is necessary to prevent gambling, to reduce moral hazard 
and to measure the amount of the insured’s loss. 

This principle sounds very convincing but not in life insurance or 
Family Takaful. The question of an insurable interest does not arise 


* Tbid., p. 23 
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when one participates in Family Takdful, Under conventional 
insurance law, the law considers the insurable interest requirement 
to be met whenever a person voluntarily purchases life insurance on 
his life. This means that one can purchase as much life insurance as 
one desires and one can name anyone as beneficiary.”’ Before we 
look at the Takdful Act we can, by a simple contemplation, conclude 
that the principle of insurable interest, as defined under conventional 
insurance law, is ab initio irrelevant to the Islamic principles of takaful 
because the participant-cum-insured could not have any interest on 
his life. Once he dies, he will not lose financially or incur some other 
kind of harm. Therefore, the writer personally agrees with the position 
in the Takdful Act with regard to insurable interest in the case of 
Family Takaful. The Takaful Act does not require the element of 
insurable interest, as this is irrelevant. 

The literature on conventional insurance gives an impression 
that the principle of insurable interest is important to prevent 
gambling. This contention remains unclear from an Islamic legal 
theory perspective. In other words, can a person participate in the 
Family Takdful while he is not the insured? The answer is negative 
but the basis of this answer has no relation to the principle of 
insurable interest. The contract is null and void because the rakaful 
scheme would only allow takdful participation by a person who is 
the participant and the insured at the same time. Therefore, to 
participate in the takaful scheme on behalf of others is void ab 
initio from a contract point of view rather than from the principle 
of insurable interest point of view. Although conventional insurance 
does allow a person to purchase an insurance for his spouse, child, 
ward, employee, or a partner as an exception to the principle of 
insurable interest, Islamic law does not allow this practice, However, 
Islamic law would allow the inclusion of any name as the nominee 


© Tbid., p. 64. 
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according to certain principles of Islamic law.** Therefore, under 
Islamic law, a creditor may require his debtor to participate in Family 
Takdaful in which the creditor is named as the beneficiary as a kind of 
security. However, it is not possible for any person, even the husband 
to participate in Family Takaful on behalf of his wife and to put his 
name down as the beneficiary. This would contradict the principles 
of Islamic law in takdful because the takaful contract is concluded 
between the participants themselves and therefore, a party who is 
neither insured nor insurer, is not eligible to participate in the takaful 
contract, be it in Family TJakdful or General Takdful. Insurable interest 
is very restricted in takdful whereby the overriding principle is the 
contract requirements instead of interest consideration. 


7. CONCLUSION 


It has been argued above that both the principles of insurable risk 
and insurable interest are just the legacy of conventional insurance 
practice that have been developed through the centuries. In most cases, 
the basis for having these two principles as legal requirements is 
merely financial in nature and to some extent, influenced by the 
misconception with respect to the meaning of gambling.’ Generally 
speaking, the notion of gambling in conventional insurance has been 
pushed too far. This is not surprising when one considers that 
gambling is a lawful transaction under the conventional legal system. 
In order to differentiate insurance from gambling, Western economists 
and insurance theorists have restricted the meaning of insurable risk 
and insurable interest just to make insurance distinct from gambling. 


* This is based on an opinion that all indemnity is basically a gift from the pool and 
therefore, can be given to anybody without any restriction. Based on another opinion, 
this gift, if it is to be given to a nominee, must be limited to the one-third rule under 
the law of will, The remainder must be distributed according to the law of inheritance. 
™ For more details, see Siddiqi, M.N. (1985) Insurance in an Islamic Economy, 
pp. 27-35. 
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In this context, it is worth highlighting the view of Shaikh Mustafa 
al-Zarga. In his book on insurance, he has vehemently argued that 
insurance, even conventional, is in total contrast to gambling. 
Insurance, unlike gambling, gives peace of mind to the policyholders 
in the face of loss due to risks.” Although both gambling and risk 
involve uncertainty, the method of managing this uncertainty differs. 
Under gambling, the gambler hopes to gain from the loss of others. 
Also, though there is a transfer of wealth in gambling, that is from 
the loser to the winner, there is no creation of new wealth.”' Whereas 
under insurance, new wealth is being added to society and, therefore, 
it is a value-added activity in contrast to gambling that adds no value. 

The Islamisation process of commercial dealings is very much 
desirable. However, in this process, practitioners sometimes overlook 
the salient features of the Shari'ah principle governing a particular 
contract which underlies the Islamisation process. This can be seen 
clearly in the Islamic banking sector. Many Islamic banks nowadays 
are comfortable with fixed income instruments which have passed 
the test of the Shari‘ah with regard to their validity. Examples of 
these instruments are bay‘ bi thaman al-djil and murabahah. These 
two instruments have been used quite extensively but the basis of 
these two products, in terms of their pricing, is still the principle of 
cost of funds which is alien to the Islamic tradition. The cost of funds 
was introduced because the conventional banking system views 
moncy as a tradable commodity whereby the Base Lending Rate 
(BLR) became an easy reference to determine the price of money. 
The real niche of Islamic banking is in equity financing but this has 
not been ventured into. Thus, one finds it difficult to appreciate the 
value added of Islamic banking products compared to conventional 
banking as both work under the same purview, that is fixed income 


” al-Zarqa, Mustafa (1984), pp. 45-46. 
” For details on wealth creation and wealth transfer, see el-Diwany, Tarek (1997), 
pp. 100-122. 
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instruments, Until and unless we free ourselves from this approach, 
Islamic banking will always be overshadowed by conventional banking. 

Similar to the above impression, the paper has argued that as far 
as insurable risk in concerned, there is no limitation whatsoever as 
the participants may eventually agree amongst themselves to help 
one another even if the loss resulted from speculative risk or dynamic 
risk. The discussion has shown that there is no fundamental objection 
to render all types of risk insurable, The objection is merely financial 
in character. This is supported by the introduction of the insurance 
scheme for investment and export credit that is managed by the 
Islamic Corporation for Insurance of Investment and Export Credit 
that is based in Jeddah, Under this facility, commercial risks covered 
are the buyer’s insolvency, protracted default and non-acceptance of 
goods dispatched. The non-commercial risks include restriction of 
or delay in the transfer of payments; the imposition of import 
restrictions; war and civil disturbance. Under this facility, a number 
of Muslim countries have participated to mutually contribute and 
indemnify each other against the above-stated risks. Obviously, many 
of these risks are speculative in nature, 

As for insurable interest, the paper has argued that insurable 
interest is secondary in evaluating the validity of any rakdful contract. 
What are more important are the principles of contract that govern 
the action of a person who wants to participate in a rakdful scheme. 
As the contract of takdful is concluded between the participants 
themselves, as both insured and insurers, then the question of a third 
party is irrelevant. Therefore, the practice of conventional insurance 
with regard to insuring one’s spouse, one’s minor children or wards, 
or a person on whom one is wholly or partly dependent is not 
compatible with Shari‘ah principles. In short, the foregoing discussion 
aims at establishing that Islamic rakdful, would, on the one hand 
permit insuring certain risks that conventional insurance shuns, 
namely speculative or commercial risks, and would on the other hand 
prohibit certain life insurance that conventional insurance permits 
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such as purchasing an insurance for one’s spouse, child, ward, 
employee, debtor or partner by nominating oneself as beneficiary, 
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Mohammad Hashim Kamali* 


his paper explores the hypothesis that Islamic law's perception 

of risk does not preclude commercial risk from the definition of 
insurable risk. The author has concluded that takdful insurance may 
therefore proceed with both commercial and non-commercial risk 
types. The basic theme that the author has developed and the 
conclusions he has reached are acceptable. Yet there are weaknesses 
in the approach that the author has taken to reach those conclusions. 
Notwithstanding the author’s own affirmation that his analysis is 
based in Islamic jurisprudence, he has not mentioned some of the 
themes and concepts of Islamic jurisprudence that are evidently 
relevant for his research. 


1. There is no reference in the paper to the Shari‘ah concept of 
gharar (risk-taking, uncertainty), which is the main theme and context 
of Islamic law pertaining to risk and risk-taking in the context of 
commercial transactions (mu‘amalat), The author has nowhere 
mentioned gharar, nor has he explained why he has avoided 
mentioning it. His basic hypothesis seems to relate to this context, as 
Muslim jurists have discussed gharar almost exclusively in the 
context of speculative risk in commercial transactions, such as sales 


* International Islamic University, Malaysia. 
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and partnerships, and hardly ever in the context of religious 
observances, or ‘ibadat. The notion of risk to life and health are also 
alien to gharar. Gharar in other words is a mi‘dmalat-based idea, 
and this is basically what the author is trying to say. One would have 
thought that the author's hypothesis is already a recognised feature 
of Islamic law pertaining to gharar, as gharar basically consists of 
commercial risk. The author seems to have conveyed this awareness 
into his hypothesis and yet he has not made any reference to gharar. 
1 am, therefore, raising the question whether the author has actually 
tried to make a hypothesis out of a settled position? 

It is possible that the author has deliberately stayed clear of 
bringing gharar into his discussion of takaful, on the basis that rakaful 
is a Cooperative proposition, one which is predicated mainly on mutual 
support and cooperation rather than on commercial gain, Even if this 
is the case, although the author has not said so, this would still not 
justify his total silence over gharar: what the author has actually 
tried is to prove that takdful may seek to protect a commercial interest. 
The author's view of sakdful, in other words, is not confined to the 
cooperative model but tends to combine cooperation with commercial 
gain. The author has, thus, tried to show that unlike conventional 
insurance, which is confined to protecting a non-commercial interest, 
the takaful alternative extends to all types of risk, including personal, 
family, education and commerce, etc. Then it would have been in 
order for the author to include gharar within the purview of his 
research, 


2. Another point of weakness in the author's research is that he 
takes the definition of risk and its classification, etc,, entirely from 
the works of Western writers on insurance and then he applies the 
Islamic principle of cooperation or ta‘dwun to that premise. The 
conclusion that he draws is that Islamic law does not confine the 
scope of cooperation to non-commercial risk but extends it to all 
types of risk. There is no objection to this and the discussion of risk 
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in the context of rakdful should, indeed take note of the differential 
perception of risk in other contexts, Yet this valid purpose does not 
justify the author's approach to simply take his materials on the 
definition and types of risk exclusively from Western sources. One 
would have expected that in his definition of risk, speculation and 
hazard, etc., the author would have started his research in the context 
of Islamic law and then taken it from there to provide an alternative 
and comparative analysis of risk. Risk in the deliberation of Muslim 
jurists occurs in the context of commercial transactions such as 
muddrabah and mushdrakah, semi-commercial contracts such as 
ju‘Glah and kafalah, and non-commercial contracts and transactions 
that fall under the broad category of tabarru‘dt. Risk is a relevant 
theme in all of these, although in various proportions, and the whole 
outlook on risk changes in the area of tabarru ‘at as the idea of charity, 
cooperation and help overshadows the risk content of a particular 
transaction in this category. There is no discussion of any of these in 
the paper under review. The contract of kafalah in Islamic law is 
evidently based on cooperation and goodwill without financial 
remuneration. The guarantor (kafil) obviously takes a risk over 
fulfilment of a contract or performance of an act on behalf of another 
person. This is an unmistakably relevant theme to fakdful; even the 
words kafalah and takdful are rooted in the same verb form. One 
therefore wonders why the author has not even mentioned kafalah. 
3. The author's use of giyas ma‘ al-farig in the context of 
speculative risk and gambling is questionable. For the author makes 
a simple statement as he writes “... to put speculative risk on the 
same footing as gambling is not acceptable. This is known as analogy 
with a discrepancy (givds ma‘ al-fariq).” Is this an analogy at all? 
The author has not identified the four pillars (arkan) of giyds nor has 
he actually engaged in constructing an analogy. To make the point 
that the author has made consists of a conceptual distinction between 
gambling and speculative risk Is there a need for recourse to giyds 
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ma‘ al-fariq here? To say that “this is known as ... giyas ma‘ al- 
fariq” is, therefore, not accurate. 

4. On two occasions the author issues judgements on certain 
types of transactions, neither of which is self-evident, nor adequately 
explained by the author. One of these occurs in a footnote where it is 
stated that “the writer is of the view that the sharing of the surplus 
under the muddrabah principle is not permissible. Perhaps, the basis 
of the contract of commercial takafil must be (sic) changed into a 
ju‘dlah or wakdlah contract.” What is the reason for this prohibitive 
judgement, and why is ju ‘alah or wakdlah preferable to mudarabah? 
What about kafalah? Would that provide a suitable alternative? 

This is an important issue which merits a fuller discussion and it 
is not really justified to treat it in passing in a footnote. Is there also 
not an clement of inconsistency and discordance between what the 
author says here and the general hypothesis of his paper? The author 
is evidently bringing in commercial risk within the purview of takaful, 
on the one hand, and suggesting that rakafie! should not proceed over 
mudérabah on the other! 

Then, in the very last paragraph of his paper, the author 
distinguishes takdful from conventional insurance by saying that 
“takdful is concluded between the participants themselves, in the as 
both insured and insurers, then the question of a third party is 
irrelevant. Therefore, the practice of the conventional insurance with 
regard to insuring one's spouse, one’s minor children or wards, or a 
person on whom one is wholly or partly dependent is not compatible 
with Shari ‘ah principles.” The author gives little juristic analysis for 
the sweeping position that he has taken. All that the author has done 
is to highlight a difference between takdful and conventional 
insurance, saying that the former occurs between two parties and a 
third party is not involved. This is then taken as the sole basis of 
issuing a negative judgement on a range of conventional insurance 
types to say that these are all incompatible with the Shari'ah, 
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The author is well aware of the basic Sharf‘ah principle of 
permissibility (fba@hah) as he has actually invoked it to good purpose 
in the context of validating rakdfid coverage for pure and speculative 
risk. Since the basic purpose of insurance, even conventional 
insurance, especially in the non-commercial context within the family 
and in respect of “wards or a person on whom one is wholly or partly 
dependant ...” is cooperation, one would have thought that this too 
could be subsumed under ibdhah, which the author has obviously 
chosen not to do so. If conventional insurance is unacceptable to the 
Shariah, there may be reasons for it, but the author is, of course, not 
discussing those, nor has he relied on them as a basis of his judgement. 
Then it remains to be said that the author has not given an adequate 
reason for his judgement, and what he has given is lacking in 
substance. 
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COMMENTS 


a 
M. Anas Zarga* 


1, OVERVIEW 


he author has scrutinised the implications of the concept of 

takdful (or mutual surety, on which Islamic insurance is 
presumably built), with regard to a major legal principle on which 
modern conventional insurance is presumably built, namely the 
concept of ‘insurable interest’ and the related concept of ‘insurable 
risk’. He concludes that the takdful concept would on the one hand 
permit insuring certain risks that conventional insurance shuns, 
namely speculative or commercial risks, and would on the other hand 
prohibit certain life insurance contracts that conventional insurance 
permits. Examples of the latter contracts include purchasing an 
insurance for one’s “spouse, child, ward, employee, debtor or partner” 
and nominating oneself as a beneficiary. However, “under Islamic 
law, a creditor may require his debtor to participate in Family Takdful 
(life insurance) in which the creditor is named as the beneficiary as a 
kind of security”.? 


* Adviser, The International Investor, Kuwait. 

© The statement ‘under Istamic law’ in the above quotation, and elsewhere in the 
paper is too strong an expression. lt is rather, the author's considered juristic view 
ijtihdd. 
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Thus, we see that the author has given the concept of takaful biting 
teeth and has shown it to have significant practical consequences in 
the conduct of Islamic insurance. He has done so with clarity and 
skill. His thesis is novel and worthy of careful consideration, but I 
am not confident enough to endorse or to challenge his major 
conclusions. Rather, 1 shall comment on some key ideas and 
Statements in lis paper. 


2. DO WE ALWAYS HAVE TO BE DIFFERENT? 


1 find myself uncomfortable with the author's assertion that “it is 
illogical and ironic for takaful to operate under the same purview 
and preamble as conventional insurance. It follows from this that it 
is unjustifiable that the perception of the issues of insurance be the 
same under the two schemes, namely conventional insurance and 
takdful. This, for several reasons in my view is an overstatement. 

First, even though a majority of modern Muslim jurists consider 
‘commercial insurance’ not permissible while mutual (cooperative) 
is, a vocal minority asserts that both are essentially similar and 
permissible." According to this minority view, proprietary companies 
which have shareholders and mutuals which do not, are performing 
the same cooperative task in society. Mutuals achieve cooperation 
directly as the insured are themselves the insurers, While proprietary 
companies do the same indirectly because total premiums on the 
average have to cover total losses, with the insurance company 
acting as intermediary. “In life insurance as in all other forms of 
insurance, it is not the insurer who pays for the losses, the insurer 


" The late Shaikh Mustafa al-Zarga is the most eloquent representative of this 
minority view. See his book: Nizam al-Ta’min, 4th ed., Beirut; Mua’ ssasah al-Risalah, 
1994. 

“ Tbid., p.4s. 
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is merely transferring pooled funds — the premium payments of all 
the insureds — to the beneficiaries”. 

Secondly, the concept of cooperation (fa‘dwun) in Islam is not 
confined to philanthropic activities but clearly encompasses profit- 
seeking activities that abide by Shari‘ah rules and are motivated by 
good intentions, Al-Sarakhsi the great Hanafi jurist, expressed it 
thus:”* 


“The cultivator needs the labour of the weaver to get clothes for 
himself; and the weaver needs the labour of the cultivator to get food, 
and cotton from which to make clothes... Thus each one of the two, 
in tending fully to his labour, is actually helping others do good deeds 
and obey [God]. This falls under the Divine command: “help one 
another in furthering virtue and piety [5:2).” 


Thirdly, contracts and social institutions that have developed in 
non-Muslim societies are sometimes acceptable Islamically with little 
or no modification if they meet the Shari‘ah criteria. For instance, 
jurists have long recognised that the muddrabah contract “has been 
practiced during jdhiliyyah (“pre-Islamic period of ignorance’ in 
Arabia) and approved in Islam”? The same can be said of blood 
money and ‘dgilah 

Having said that, 1 must now balance the scales and concede 
that the author has a valid point, namely that we should not assume 
without careful consideration, that whatever goes under 
conyentional insurance should also go under takdful. He has given 
ample evidence of significant differences between the two 
approaches to insurance, 


© Dorfman, M.S. and Adelman, S.W. (1992) Life /nsurance, 2nd edition, Chicago; 
Dearborn Financial Publishing, Inc,, p.3. 

" Al-Mabsap, Vol. 30, p. 64, 

© Ibn Rushd, Biddyat al-Mujtahid, Vol. 2, p. 233 
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3, THE PRINCIPLES OF INDEMNITY 
AND INSURABLE INTEREST 


“The essence of insurance is indemnity.” This statement requires 
almost no qualification in all types of insurance except life. In life 
insurance the amount of loss associated with a person’s death cannot 
be established in the same objective way as in property and casualty 
insurance. Thus, loss in life insurance is to a large extent valued by 
agreement of the contracting parties. Nevertheless life insurance 
companies recognise the rule of indemnity by (i) limiting the amount 
of life insurance purchased to bear reasonable relation to the amount 
of potential loss, and (ii) confining ownership of life policies only to 
the person or persons exposed to potential loss because of the insured’s 
death, This is the principle of insurable interest that “keeps life 
insurance from being used for gambling or anti-social purposes such 
as promoting or inducing murder.” (op. cit.). 

The principle of indemnity has been well received by 
contemporary Muslim jurists who also consider it a major difference 
between insurance and gambling.” This leads one to conclude that it 
is the principle of indemnity that is of primary importance in all 
insurance, and it is partially recognised in the realm of life insurance 
by the principle of insurable interest, This seems a more convincing 
perspective than asserting, as our distinguished writer did, that “it is 
not an exaggeration to note that insurable interest has been perceived 
as the most important legal principle compared to other legal 
principles, namely principles of indemnity, subrogation and utmost 
good faith.” 


“ Dorfman and Adelman, p.3. 
© See for instance al-Zarqa, op. cit., pp. 43-44 and 143-144. 
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CHAPTER 7 


Latest Developments in the 
Western Non-Profit Sector and the 
Implications for Islamic Awgaf 


aS 
Murat Cizakca* 


1. INTRODUCTION 


1,1 Importance of the Wagf System for Islamic Economics 


haritable foundations constitute the primary instrument for the 

voluntary redistribution of income in an Islamic economy. These 
foundations are known in the Islamic world as wagf (pl. awgdf) or 
habs. Whereas the latter term is used in North Africa, the former is 
known, with slight variations, in the rest of the Islamic world.' 

A wagf is established when a privately owned property is endowed 
for a charitable purpose in perpetuity and the revenue generated is 
spent for this purpose. All over the vast Islamic world from the 
Atlantic to the Pacific, magnificent works of architecture, as well as 


* Economics Department, Bogazi¢i University, Istanbul. 

' In the Islamic Republic of Iran, ‘wagf refers to waditional foundations and the 
term “bontyad" refers to those whose corpus is constituted by the confiscated assets 
of the previous regime. Boniyad has now become & general term referring to any 
financial institution. I am grateful to Ali Yasseri, Vice President of the Iran Banking 
Institute, for this information. 
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a myriad of social services vitally important for society, have been 
financed and maintained for centuries through this system. The 
resilience of the system is indeed remarkable. It has been shown that 
many wags’ survived for considerably longer than half a millennium 
and some, even for more than a millennium [Crecelius (1995), p, 260]. 

A crucial achievement of the wagf system was the fact that 
essential services such as health, education, municipal services, etc., 
were all provided in history at no cost whatsoever to the government. 
This has had many important implications. First of all, the waqf 
fulfilled the above-mentioned functions by voluntary donations made 
by the well to do. This meant a better distribution of income in favour 
of the poor. Moreover, this was achieved not through the usual method, 
i.e. redistributive taxation, but essentially through voluntary donations 
without any state coercion. Thus, wagf emerged as the most important 
voluntary institution for poverty alleviation in the Islamic world? 

By providing essential services to society al zero cost to the state, 
the wagf system can significantly contribute towards that ultimate 
goal of every modern economist; a massive reduction in government 
expenditure. This, in turn, leads to a reduction in budget deficit, lowers 
the need for government borrowing, curbs the ‘crowding-out effect’ 
and leads to a reduction in interest rates and, thereby, cuts out a major 
impediment for private investment and growth,“ 


* Literally the plural of waqf should be awgdf, However, in order to make a distinction 
between the institution of awgdf and wagf properties, sometimes wagfs is used for 
the latter, This is increasingly being accepted as another plural for wagf. (Editar), 
* The relative importance of wagf as an institution of poverty alleviation should not 
be compared with zakdah, This is because, while zakah is an obligation, waqf 
represents a voluntary act, 

* Those who prefer a welfare state to fight poverty in the Islamic world, must also 
face the consequences of their policy suggestions: budget deficits, high interest rates 
(with obvious consequences for an Islamic country) and low investment and growth. 
Such costs proved too much even for the rich Western countries unconcerned about 
ribd implications, and the welfare state could not be sustained. This led, in turn, to 
the rising importance of the non-profit sector, which we will examine in this paper. 
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Thus, it is due to the wagf system that essential services to society 
can still be financed even though government taxation is severely 
limited by the Qur'an.’ This is possible simply because these services 
have been provided in Islamic tradition not by the state but by wagq/s, 
a fact that is confirmed by the 16th-century Ottoman budget studies 
which reveal that the entire government expenditure was limited to 
military spending [Barkan (1953)]. 

This has further implications: a lower tax burden means an 
enhancement in consumers’ and producers’ surpluses and a diminution 
in the ‘dead-weight cost of taxes’. Consequently, lower taxes have a 
positive impact on aggregate production while at the same time 
reducing costs. Prices to the consumers come down and pave the 
way for non-inflationary growth [Wanniski (1975), pp. 49-50, fn. 4]. 

Finally, it has been shown that waqf completely solves the problem 
of the under-supply of public goods so often observed in conventional 
economies [Cizakca (1998), Bates (1995)}. 

To sum up, Islam encourages both the private accumulation of 
capital and its redistribution. The process of redistribution, however, 
is left to the Muslims themselves who are expected to endow their 
accumulated capital for the service of mankind.® The institution 
designed for this purpose is wagf and Islamic economic history 
demonstrates that wag/fs have successfully fulfilled the function of 
capital redistribution [Cizak¢a (2000)}. 

Thus, in an ideal Islamic society envisaged by the classical sources 
of Islam, the state's role is limited to defence and all other services 
are supposed to be provided by private initiative through the wagf 
system. Needless to say, in such a system, the proper functioning of 


* For an argument that by restricting the tax base, the Qur'an has conveyed a 
deliberate message to limit the size of the state see Cizakga (1998), pp, 46-47, 
*® The Islamic Jaw of inheritance, which rapidly distributes accumulated family fortunes, 
should also be considered in this context, The relationship between the law of 
inheritance and wagfs is a complex one. [For further details see Cizakga (2000).) 
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wagfs is of paramount importance. This implies another important 
role for the state: to ensure that wag/s function properly. The state 
can ensure this by providing a well functioning judicial system and 
guaranteeing the property rights of wagqfs. 


2. WHY THE SYSTEM WAS UNDERMINED 


2.1 Wagfs and the State 


Islamic economic history provides substantial evidence that states 
have often violated the property rights of wagfs. This violation 
occurred, among other things, out of concerns of the governments 
that wagf lands were expanding at the expense of state owned lands 
and consequently, provisioning the masses with basic foodstuffs was 
being jeopardised.’ It was for this reason that the Ottomans placed 
about 90 percent of all arable lands, suitable for grain production, 
under state control [Inalcik and Quataert (1994), p. 105). 

This ratio, however, did not remain constant and tended to decline 
over time, i.e. the percentage of wagf owned lands always tended to 
increase. This is because certain powerful farmers and notables 
managed to convert the properties they were controlling into wagfs. 
Since it was possible to appoint themselves as the trustees of these 
wagfs and since a wagf is considered to be God’s property, these 
individuals sought to protect their illegally acquired lands from 
confiscation. These wag/s established with usurped landed property 
belonging to the state, were considered to be unsound and, therefore, 
could be confiscated, Strictly speaking, ownership of the endowed 
lands (rakabah), continued to belong to the state. It was the tax 
revenue generated by this state owned property, which was endowed 
for charity by the permission of the Sultan [Akgiindiiz (1988), p, 424]. 


’ Wag lands, like privately owned lands, must have responded to the market forces 
by shifting between cash crops and grain production. The state, however, wanted to 
ensure a regular supply of grain. 
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What followed was a constant struggle between the state and these 
wagfs with the state trying to confiscate and the wagfs mobilising 
the religious establishment in their support. Thus, confiscation was 
followed by re-establishment by accommodative rulers. These cycles, 
which lasted for centuries were disrupted during the 19th century 
and assumed an irreversible character during the 20th. What forces 
were then at play which changed the equation in favour of the state? 
To start with, the nature of the state had changed in the Islamic world. 
If we focus on the Ottoman Empire, recent research has revealed 
that the Ottoman state went through a process of transformation: 
whereas the pre-18th-century Ottoman state was ‘accommodative’ 
of the intermediate organisations between the state and the public, 
such as the waqfS, massive inter-state competition transformed the 
19th-century Ottoman state into a totally different dimension, The 
state ended up being far less tolerant and accommodative of 
intermediate groups and institutions, which it began to consider as 
rivals. The ‘modern’ Ottoman state was, however, above all these 
groups and institutions and did not hesitate to eliminate them if it 
suited its purpose [Islamoglu (1998)]. It is due to these developments 
that the 19th-century centralisation was not followed by another cycle 
of decentralisation, 


2.2 Western Influence 


Furthermore, unlike previous centuries, when centralisation was 
basically initiated due to the demands of the domestic economy or 
the state, in this period another powerful factor was added: pressure 
from Western powers. This pressure, strongly felt during the Treaties 
of Paris, London and Berlin, was expressed bluntly in 1860 in 
response to the Ottoman government's request for a loan after the 
Crimean War: The abolition of the wagf system was among the 
conditions imposed by the British government [Oztiirk (1995), 
p.192; Khayat (1962), p. 68). 
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At this point we must ask why the West was so involved in the 
wagf system and why it was so hostile to it? The West cannot be 
criticised here for applying double standards. After all, it should be 
remembered that it had already attacked its own system of religious 
charities previously. Thus, this was a case of projecting its own values 
on the ludicrous assumption that what is good for the West is good 
for the rest of the world. An assumption made even more ludicrous 
by the fact that these policies were eventually abandoned in the West, 
itself. Let us now examine why there was such hostility to the 
foundations and religious charities in the West. 

The West considered its own foundations as well as wags as a 
‘dead hand’ or “*mortmain’. The origins of this hostility have been traced 
all the way back to the late Middle Ages when the free towns tried to 
control the mortmain and limit the size of church property. The town 
councils created commissions to supervise charitable foundations. The 
establishment of new charitable institutions was subjected to the 
approval of these councils, These controls were enhanced during the 
Reformation when the state officially acquired the powers of 
supervision. But Catholic Europe was also going through the same 
process; a French Ordinance of 1543 declared that royal judges should 
supervise foundations and organise their administration if necessary. 
Another Edict issued in 1749 prohibited the founding of new chapters, 
colleges, even hospitals without a /eftre patent from the king. 

The French Revolution constitutes a turning point for the 
foundations, In France, in general, any corps intermédiaire, i.e, any 
independent organisation that stood between the individual citizen 
and the state was opposed. These organisations, it was believed, 
created a fracture in the unity of the nation. No wonder then that in 
the 1789 Declaration of the Rights of Man, the civil right of 
association is missing. Consequently, a French Statute of 1791 
dissolved all existing foundations and confiscated their property. 
Napoleon took a significant step further and made the Penal Code a 
more repressive legislation: 
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“Any association of over twenty persons, whatever their purpose, 
cannot be created without the government's agreement and must respect 
the conditions imposed by public authorities,” 


This legislation lasted throughout the 19th century, and the leaders 
of unauthorised associations continued to be punishable and were 
sued by the repressive system of the Empire [Archambault (1997a), 
pp. 27-29}. 

In Germany, Martin Luther was a great advocate of centralised 
charity. In Prussia, much influenced by France, the Allgemeine 
Landrecht of 1794 granted supervisory rights to the state and the 
question of whether a permanent legal entity such as a charitable 
foundation could be organised by the will of a private person was 
fiercely debated. 

In England, monasteries were dissolved, a Rule Against 
Perpetuities was promulgated, and in short, ever since the Edicts of 
Henry VIII and the Elizabethan Poor Laws, a secularisation of 
charitable institutions was advocated and attempted. 

The only exception to these developments was the United States 
where the liberals insisted that the promotion of public welfare should 
not be left only to the state. In America, rich individuals were regarded 
as being under obligation to devote a part of their wealth for public 
good and private foundations which served such purposes were 
regarded as charitable foundations and favoured by law |Coing (1981), 
pp. 271-82; Friedman (1973)]. Germany, where some foundations 
did flourish and the concept of subsidiarity was developed, can be 
placed between the two extremes; France and the United States, 

To sum up, absolutist rulers of the Islamic world were now facing 
powerful European nation states, which were becoming absolutists 
themselves. In this universal atmosphere of absolutism whole 
societies were directly subjugated by the state and there was no room 
for intermediary institutions. Europe, which at this time believed in 
a state, directly capable of taking care of its population and jealous 
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of intermediate institutions, did not hesitate to impose its ‘enlightened’ 
values on the Islamic world. Arch-absolutists themselves, rulers of 
the Islamic world did not need much persuasion. It is because of a 
combination of all these forces that the nature of the Ottoman state 
was transformed from being ‘accommodative’ into ‘neo-absolutist’. 

The result for the wagf system was disastrous and a process of 
destruction started in the Ottoman Empire by subjecting all the 
previously autonomous wagfs to centralisation, The establishment 
of the Ministry of Awgadf and the centralisation of wagf management 
allowed the state to extensively interfere in wagf affairs. The 
establishment of the ministry had several negative repercussions. 
There were totally unexpected costs and the potential for corruption 
increased greatly,* But the greatest blow to the Ottoman wagf system 
was dealt in the Tanzimat Era, during the 1830s, thus indicating that 
the state had already begun to act against the system, on its own 
initiative, well before the external pressures had reached a climax in 
the 1860s, It was decreed that all the taxes due to the waq/s from the 
peasantry cultivating wagf lands were to be collected not by waqf 
trustees any more but by the treasury officials. By the year 1847 this 
rule was expanded so as to apply to all wagfs in the Empire without 
exception, 

The importance of this decree lies in the fact that waqfs were now 
put at the mercy of the central authority. From then on, only a 
percentage of the total wagf revenue collected would be returned to 
the wagf system and the magnitude of this percentage was entirely at 
the discretion of the state. Moreover, the percentage continuously 
declined over time. Whenever the state needed urgent revenue, which 


"1 argue here that the potential for corruption increases in direct proportion to 
centralisation, This is because, 4 corrupt trustee of an autonomous wag can harm 
only a single wag/, but a corrupt official of the centralised system can inflict harm 
on thousands of wagq/s. If this person is also vested with the authority to collect 
revenues due to the wagfs, the potential for corruption increases exponentially. 
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happened to be nearly all the time, the percentage was reduced even 
further. Thus deprived of its own revenues, Ottoman wag/s succumbed 
to neglect and were destitute. The Republic simply continued the 
process, which had been started by the Ottomans themselves during 
the Tanzimat Era and leaders of the Republic continued to be hostile 
to waqfs.” 


3. DEVELOPMENTS IN THE WEST 


It is ironic that while the leaders of Westernising Islamic countries, 
such as Turkey and Egypt, continue to be hostile to wagfs, and 
legitimise their attitudes as being ‘modern’ and ‘progressive’, their 
reference point, the West, has completely reversed its attitude. 
Disappointed by the dismal performance of the state sector in 
providing essential social services like health, education and shocked 
by the exorbitant costs of these state provided services, Europe has 
at last come to the realisation that Rousseau’s concept of ‘Social 
Contract’ whereby, as Montesquieu reformulated, the state has to 
grant every citizen a decent livelihood, food, education and shelter 
was simply unattainable. Now, a massive transformation is on the 
way and led by the United States, the West has once again rediscovered 
the virtues of the so-called non-profit sector. 

In France, the birthplace of positivism and enlightenment, the 
seeds of this about-face can be traced back to the 1848 Revolution 
and the so-called Charte de la Mutualité of 1901, which legalised 
the foundations once again. Influenced by Durkheim, the ideas of 
social solidarity and charity once again became respectable. The 
Rousseauian concept of eliminating all intermediate institutions 
between the state and the public has now been abandoned 
[Archambault (1997a), pp. 26, 36; and (1997b), p. 104]. 


’ For details of how the Ottioman/Turkish »wagf system was almost totally destroyed 
by the Republic during the 1930s, see Cizakca (2000) and Oztiiric (1995). 
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These Western developments promise to have important 
implications for the Islamic world, This is because everywhere in 
the West new concepts and legislation have been introduced and the 
non-profit sector has been injected with much needed new dynamism, 
It will be argued in this paper that Muslims need (o be aware of these 
latest Western developments and seriously contemplate if they can 
be of any use for the Islamic world. It goes without saying that the 
conditio sine qua non of institutional borrowing is that the institutions 
and rules to be borrowed must be in conformity with Islamic 
jurisprudence. Thus, studying recent Western developments in the 
non-profit sector must be done in two steps: (i) observation and 
identification of what actually has been introduced, and (ii) an 
assessment of whether these new rules and regulations are in 
conformity with the basic teachings of Islam. In the rest of this paper, 
this is the procedure we will adopt. We will do so in good faith and in 
the spirit of the following hadith: 

“A word of wisdom is the lost property of a believer, he can take 
it wherever he finds it, because he is more entitled to it.” 


3.1 The Legal Context 


Western countries in terms of laws can be broadly categorised 
into two legal systems: common law and civil law countries. The 
advantage of the common Jaw system is that the right to associate is 
typically assumed to exist even in the absence of positive law 
explicitly permitting it. Because of this, common law countries are 
often considered more hospitable to the existence of non-profit 
organisations. In civil law countries, by contrast, no such inherent 
right to associate is acknowledged, Rather, such rights exist only to 
the extent that the law permits them. 


 Sunan al-Tirmidhi (1992), Chapter 19, Hadith No. 2687, 
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In Islam, the right to associate to advance charitable ends, is more 
than a right, it is a pious duty. But when some Islamic countries 
abandoned the Shari ‘ah and adopted European civil law, the pious duty 
to establish a wagf became a civil procedure subject to governmental 
approval. This needs to be corrected and the establishment of a waqf 
should not be subject to governmental approval. In the Islamic tradition 
4 mere confirmation by the court used to suffice to establish a wagf."' 
We will address this issue in greater detail below. 


3.1.1 Incorporation, Limited Liability and Mudarabah 


One of the most important innovations in Western law has 
occurred in the field of incorporation. A non-profit association or 
foundation may be established as incorporated or unincorporated. 
In the former, a formal legal person status is granted to the 
foundation by some governmental body. The great advantage of 
corporation is that it provides limited liability to the directors or 
officers who act on behalf of the corporation from claims against 
the corporation. In case of litigation, the liability of these officers 
is limited to the assets of the association. In unincorporated 
associations, which can be established without obtaining 
government permission, liability is not limited. 

The nearest entity in the West to the Islamic wagf, is the Trust 
which exists in common law countries.'* Whereas an association is 
an aggregation of individuals, a trust is an aggregation of resources 
entrusted to an individual for management in pursuit of some specific 
purpose defined by the donor. In some countries a Trust can obtain 


" In Turkey this tradition has been partially maintained: court confirmation is still 
the most important step. But, courts request the opinion of the General Directorate 
of wagfs before confirming [Ballar (2000), p. 1250). 

" This is not surprising. There is substantial evidence that the formation of the 
‘Trust law in England was strongly influenced by Islamic wagfs. [See Gaudiosi (1988), 
pp. 1231-261,] 
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legal personality without resort to government but in others, a Trust 
has no legal personality and the trustees remain legally at risk. In civil 
law countries, the nearest entity to the Islamic wagf is the foundation. 
Like the trust and wagf, it has an endowment of its own. In most civil 
Jaw countries, government approval is needed to set up a foundation. 

In classical Islamic law, the legal personality of a wagf is 
controversial. The Shafi is and the Malikis approve of bequeathing a 
mosque. Thus, they consider a mosque as a legal person that can 
possess. Karaman, based upon Radd al-Muhtdr, on the other hand, 
has argued that although not called as such, the concept exists among 
the Hanafis as well [Hatemi (1979), p. 57). 

In any case, the Western concept of legal personality was 
introduced into Islamic wagfs when certain countries like Turkey 
and Egypt adopted European civil law during the course of the 20th 
century. The 1935 wagf law in Turkey and Law No. 32 of 1964 in 
Egypt, both recognise that waq/S possess legal personality [Hatemi 
(1979), p. 57; Salamon and Toppler (1997), Chapter 7}. Since these 
countries have adopted the civil law of continental Europe, the 
common law concept of incorporated trust, i.e. limited liability for 
the mutawalli, has not been introduced. It is proposed here that this 
concept should be introduced into Islamic wagf law. 

Introducing the principal-agency relationship, another Western 
concept currently very popular in micro-economic theory, within a 
framework similar to the classical Islamic mudarabah partnership, 
would solve an age-old problem. This is the lack of interest and 
dynamism on the part of the mutawalli, There is a huge amount of 
archival evidence about disinterested wagf managers doing great harm 
to waqf property in Islamic history. Obviously, honest managers 
should be adequately compensated for their efforts. We have not been 
able to observe a consistent Western procedure on this issue: some 
laws permit the payment of fees to board members, some do not 
{Salamon and Toepler (1997), pp. 30-31], The same goes for the 
payment of salaries to the employees of non-profit organisations. 
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Providing so stipulated by the founder, classical Islam permits 
the payment of salaries to the mutawalli —a fact supported by archival 
evidence. But what we are proposing here is a more advanced form 
of remuneration. Considering the wagf with legal personality as a 
principal, and the mutawalli as a muddrib (agent), and allocating for 
the latter a percentage of the total revenue (not profit), we believe, 
would provide much needed dynamism into the wagf system. The 
trustee, mutawalli, cannot be assigned a percentage of profit, as is 
the case in usual muddrabah arrangements. This is because, the waqf 
does not generate a profit in the usual sense and the difference between 
the total revenue and total cost is either added to the capital of the 
waq/ (corpus) or immediately spent for the purpose of the wag/. Thus, 
since waq/ is not a profit, but a total revenue maximising institution, 
we propose the payment of a share of the total revenue to the mutawallT 
who would thus be motivated to maximise it, Under these conditions 
the waqf would have the following condition: 


TR=TC+aTR 


where TR is the total revenue generated by the waq/, TC is the total 
cost comprising administrative costs plus all the payments made for 
the purpose, and @TR is the share to be paid to the mutawalli. 

Obviously, @ is not fixed and will be determined by mutual 
agreement between the wagf and the mutawalli. Moreover, only 
successful mutawallis should have their contracts renewed. The 
decision whether to renew the contract should be taken by the 
beneficiaries and the wagf board. One of the most important and 
persistent problems of wagfs in history was the long-term tenure of 
the murawallis. In the waqf of the future, mutawallis should not be 
granted tenures of more than two years and the renewal of their 
contracts should be subject to their able management." 


© This point was originally made by Monzer Kabf at the Third International 
Conference on Islamic Economics and Banking convened in Kuala Lumpur in 1992. 
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3.1.2 Public Benefit Criterion 


Western law has gone to great lengths to define the concept of 
public benefit. The concept is of considerable importance due to 
the fact that trusts and foundations enjoy substantial tax breaks and 
public support, It is, therefore, generally, argued that only those 
institutions with clearly public benefit purposes should be granted 
such privileges. 

Most common law countries have adopted the preamble to the 
Charitable Uses Act of 160] of England for this purpose. This 
otherwise very detailed preamble was later generalised in 1891 and 
public benefit was categorised as follows: 


1. Relief of poverty. 

2. Advancement of education, 

3. Advancement of religion. 

4. Other purposes beneficial to the community. 


This English concept of charity has been directly borrowed by 
the United States and the US Tax Code refers to these categories 
before granting tax-exempt status to a trust or foundation. Once 
confirmed, such tax-exempt institutions are known as IRC 501 C (3) 
organisations. 

Islamic law would have no objection to these categories, This is 
because these categories have already been mentioned by the Prophet 
Muhammad (peace be upon him) way back in the 7th century. 
Consider the following hadith: 

“When a man dies, all his acts come to an end, but three: recurring 
charity (sadagah jariyah), or knowledge by which people benefit, or 
a pious offspring, who prays for him.” 


“ Sahth Muslim, (Kitab al-wasiyyah), Al-Kutub al-Sittah wa Shurdhuha, Chapter 3 
(al-thawab ba‘d al-wafit) Hadith No. 14, (Istanbul: Cagri, 1992), 
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Juxtaposing the conditions of the fadith and those of the 
preamble of the 1601 English Law indicates a remarkable similarity 
between the two. But, this does not surprise us, as it is well known 
that the English borrowed the Islamic tradition during the Crusades 
[Gaudiosi (1988)}. In short, the concept of public benefit is already 
well established in Islamic tradition. Moreover, there is a huge 
amount of precedence. Consequently, what is a difficult issue in 
the West, i.¢. the question of what constitutes a charitable act, does 
not even arise in Islam. 


3.1.3 Conditions for Recognition 


There is a bewildering variety of conditions imposed by various 
Western states before a foundation or trust is recognised by a 
government and is granted tax-exempt status, Japan constitutes the 
worst case: a Japanese foundation must obtain permission from each 
ministry that happens to have authority on the field to which the 
foundation wants to contribute. Such permission can be denied if a 
ministry feels that there is no need for a foundation in that field. 
Obviously, such requirements can have a chilling effect on the growth 
of non-profit organisations in a country [Salamon and Toepler (1997)]. 
This Japanese regulation is, therefore, completely irrelevant and 
undesirable for the Islamic world. 

The opposite case can be observed in Germany where the principle 
of subsidiarity prevails. Unlike Japan, where it is the state which 
decides whether a certain service is needed to be provided by a non- 
profit institution, in Germany the principle of subsidiarity assigns 
priority to non-profit over the public provision of social services. 
This principle emerged out of a vicious sectarian conflict in Germany 
between Protestants and Catholics. Prussian Catholics, who were 
undermined by rising secularism and Protestant hostility, embraced 
the Pope's encyclical Qudragesimo Anno (1931), which insisted on 
the priority of individual compassion and solidarity over the state- 
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organised assistance and public welfare programmes. In short, the 
state’s role in welfare was supposed to be only a ‘subsidiary’ one. 
Eventually, the principle of subsidiarity of public welfare became 
the most influential counterweight to state-centred ideas of welfare 
provision [Anheier and Seibel (1997), p. 135). 

Obviously, the German principle of subsidiarity is much closer to 
the Islamic concept of wagf. But what is far more important as a 
policy formulation is the way subsidiarity is applied in day-to-day 
life. As a matter of principle, the German state does not provide a 
social service in a certain locality if that area is adequately served by 
a non-profit organisation. Thus, subsidiarity has evolved into a superb 
principle of cooperation and division of labour between the state and 
the non-profit sector in the provision of social services. The concept 
of subsidiarity has recently been embraced by other Western countries 
and evolved into new dimensions of cooperation between the state 
and non-governmental organisations (NGOs)."" This is best observed 
in the field of international aid. Nowadays a growing share of 
development spending, emergency relief and aid passes through them, 
Between 1990-1994 the proportion of the European Union's relief 
aid channelled through NGOs rose from 47 percent to 67 percent. 
The Red Cross estimates that NGOs now disburse more money than 
the World Bank [The Economist (Jan. 29th-Feb. 4th, 2000), p. 25). 

The modern Islamic world may find it difficult to go back to the 
16th-century Ottoman policy of zero government provisions of social 
services, mentioned earlier, Given that it may be both unrealistic and 
undesirable to push back the state completely out of the provision of 
essential services, the German concept of subsidiarity, which avoids 
a duplication of efforts and ensures a clear division of labour between 
the state and the non-profit sector, appears to be a useful idea to 
borrow. 


Most NGOs are organised as trusts or foundations, hence their relevance for us, 
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3.1.4 Capital 


Another condition often imposed by Western governments on 
trusts and foundations is a minimum capital requirement. The United 
States, once again, has the most liberal attitude in this context, Rather 
than imposing an absolute figure in dollar terms, the American 
government insists that a non-profit institution pays out for non-profit 
purposes an amount equal to a stated percentage of its assets. The 
purpose behind this rule is the risk that individuals will abuse the 
concept of foundation to gain tax advantages while essentially 
operating a private business rather than a true non-profit organisation, 

Concerning the form of capital, this can be either real estate or 
movables, (cash or securities). Such foundations, the so-called 
Hauptgeldstiftung or Kapitalstiftung, were known and legal in 
Germany by the 14th century [Cizakga (1998), p, 53]. 

In the Islamic world, on the other hand, the form of wagf capital 
has been a highly controversial issue. Ottoman jurists, for instance, 
debated the legality of the so-called cash wagfs, i.e. wagfs whose 
capital was purely or partially of cash, for more than a century. This 
debate, known as the cash wagf controversy, could only be resolved 
by the direct intervention of the sultan. By the 20th century, however, 
the bulk of the Islamic world accepted the legality of cash endowments 
[Cizakga (1995), (1998), (2000)]. This is a welcome development 
which has also led to wagqf-joint stock company linkages, to be 
discussed below. In Turkey, Sudan, Iran and Egypt cash wag/fs can 
now be established, or possess, shares of joint stock companies and, 
thus, enjoy sustained profits [Cizakga (2000)}. 


3.1.5 Registration 


Another condition for recognition by the state as a non-profit 
institution is the requirement that such an organisation must register 
with a governmental authority. All civil law countries make this 
demand. In common law countries, by contrast, the organisations 
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that fit the requirements of the law are assumed to be valid non-profit 
organisations unless challenged through established legal procedures. 
Once again, common law practice is closer to classical Islam, which 
does not demand registration with a central authority. In classical 
Ottoman practice, the waqf founder registered his wagf with the local 
qédf and was not involved with any higher authority. The requirement 
to register with the central authority (Ministry of Awgdf) was introduced 
as late as the 19th century under Western influence. 

Recently, however, even in common law countries, non-profit 
organisations have started to register with a central authority. This is 
because tax-exempt status is granted only to centrally registered 
foundations/trusts. Even more importantly, such central registration 
allows the donors to deduct their donations from their income tax 
liabilities. Thus, the distinction between common law and civil law 
countries, as far as registration is concerned, is rapidly diminishing. 

Another important issue concerns the duration of registration. That 
is to say, Whether registration should be granted permanently or for a 
limited period, with the right to renew, While the latter provides a 
regular check on the compliance of organisations with their originally 
stated mission, the drawback is that it can give government authorities 
the opportunity to exercise inappropriate political control. 

In classical Islam, since registration is done with the local 
authority, the gddi, on a permanent basis, the central authority has 
no right to check on compliance. The compliance check is done, 
rather, by the mutawalli himself and the beneficiaries. If the original 
purpose has become irrelevant, Hanafi law allows the mutawalli to 
change the purpose of the wag, In short, provided that the founder 
has stipulated so in the wagf deed, the purpose of the wagf can be 
changed by the mutawalli himself and no central authority decision 
is needed [ Akgiindiiz (1988), pp. 194-6]. The same concept is known 
in England as cy pres. On the other hand, if a mutawalli begins to 
ignore the original purpose of the wag/, the beneficiaries can always 
bring the matter to the courts’ attention. 
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3.1.6 Tax Treatment 


Taxation of non-profit institutions constitutes one of the most 
complex and controversial issues in the West. It is generally argued 
thal non-profit organisations are entitled to tax-exempt status because 
they perform functions that are supportive of central values that a 
government normally encourages. It is also argued that these 
organisations relieve a government of burdens it would otherwise 
have to bear. Tax treatment involves two sub-issues: 


1. The treatment of the non-profit organisation itself. 
2. The treatment of donations to these organisations. 


English law is very clear: tax advantages are granted only to 
those non-profit organisations that serve exclusively charitable 
purposes, hence the importance of defining what is charitable, as 
Stated above. Concerning the second item, governments can 
encourage donations by permitting the donors to deduct their 
contributions from their taxable income. Critiques charge that such 
incentives are undemocratic since they rest in the hands of private 
persons over how to allocate revenues that would otherwise come 
to the government in the form of taxes, Thus, the basic issue in the 
West is whether the interests of the donor come before the general 
interests of the public. 

In the US, all types of non-profit organisations are exempt from 
federal income taxation, but contribution deductions are available 
only for contributions to the 501 C (3) charitable organisations. 
Deductions for contributions of roughly 10 percent of income for 
corporations and 50 percent for individuals are allowed by the US 
Tax Code [Salamon and Toepler, 1997}. Similar rules prevail in 
England. In France, however, the limitations are far more severe, 
and deductibility of contributions is permitted only subject to the 
approval of the Council of State. 


281 


Islamic Economic Institutions and the Elimination of Poverty 


In the Islamic world, wagfs were not taxed. Of the hundreds of 
18th-century Bursa cash wagfs examined by this author, none paid 
any tax. Inter-wagf contributions were also 100 percent tax-exempt 
{Cizakga (1995)]. Modern Islamic countries, however, have imposed 
tax responsibilities on wagfs. The permission to exempt a wagf from 
taxes in Turkey can only be granted, as in France, by the Council of 
Ministers. Yet the Council is so reluctant to make this grant that out 
of a total of 4472 new wagfs, (i.e. those established during the 
Republic), only 167 were granted tax-exempt status [Aydin et al, 
(1999), pp. 34-35, 60}. 

Thus, in the field of tax exemptions also, the American position 
comes closest to that of classical Islam. We propose that modern 
Islamic countries should abolish all taxes that they have imposed on 
wags under the influence of French Civil Law. The modern equivalent 
of this policy exists in the United States, which possesses the most 
dynamic non-profit sector in the world, We also propose that inter- 
wagf contributions as well as all private donations to wagfs should 
be made 100 percent tax exempt. 


3.1.7 Business Activity 


The business activities of trusts and foundations constitute the 
most important innovation made in the Western non-profit sector. 
These business activities are categorised into two groups: related 
business and unrelated business. The former is commercial activity 
closely related to fulfilment of the basic purposes of a non-profit 
organisation. For instance, a bookshop that sells textbooks at a non- 
profit university is a related business, The same shop operated by a 
non-profit day care centre, on the other hand, would constitute an 
unrelated business. 

In Islam, the nearest we come to these concepts are the shops 
attached to a mosque, These shops may be considered as unrelated 
businesses. The basic difference between the two types of 
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organisations is that whereas an unrelated business attached to a 
Western non-profit organisation is directly managed or at least 
controlled by the non-profit organisation, wagfs’ involvement in the 
day-to-day management of these shops was limited to the collection 
of rents. There is substantial evidence, again from the Bursa cash 
wagfs, that the rents generated by these shops were never taxed. 

This is in sharp contrast with the situation in the West where in 
most statutory schemes unrelated income is taxed in the same manner 
as the income of ordinary businesses. The rationale of this policy is 
that tax-exempt unrelated businesses of non-profit organisations 
would constitute unfair competition for tax-paying profit-based 
businesses. Australia employs the so-called ‘destination principle’ 
and exempts from taxation, income from any business activity — 
related or unrelated — so long as it is used for non-profit purposes. 
Thus, in this case, it is Australia that comes the closest to the Islamic 
tradition [Salamon and Toepler (1997)]. 

With the approval of cash wagfs in most of the contemporary 
Islamic world, the ground has been prepared for dynamic wag/- 
company linkages which may emerge either when a wagf establishes 
joint-stock companies, or when a major company establishes a waqf. 
Such linkages are of extreme importance because the wagfs can 
overcome, for the first time, their inherent inertia. This is because, 
whereas wagf revenues were traditionally limited to the fixed rents 
collected from the real estate, and these rents nearly always dwindled 
under inflationary conditions, a wagf possessing shares as its capital 
can enhance its revenues in direct proportion to the profitability of 
the attached companies. But this also means that such wagfs would 
also be more vulnerable to the conjectural fluctuations of the securities 
they hold. This is certainly true, and it is precisely in this context 
that another Western invention, modern portfolio management, would 
be so useful. 
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4. CONCLUSION 


This paper started with the premise that the recent explosion of 
the non-profit sector in the West should have important implications 
for modern Islamic countries. The paper, however, has evolved into 
one of comparison of the classical Islamic law of awqdf with 
contemporary laws in the West. A comparison of the most recent 
developments in the West has revealed that common law countries 
pursue policies that are closest to the classical Islamic wagf law, 

In this context, it is unfortunate that Westernising Islamic countries 
such as Turkey and Egypt have primarily adopted the civil law 
originating in France. This was the most hostile body of laws for 
foundations and was based upon Rousseau’s ‘Social Contract’ and 
hostility towards intermediate groups. A reform of the wagf system 
in the contemporary Islamic world is absolutely necessary. It is argued 
here that before such a reform is attempted, the current laws of, 
particularly common law countries, should be critically examined. 
Such an examination reveals that the concept of subsidiarity leading 
to powerful NGO activity, incorporated cash wag/s enjoying limited 
liability and wagf-company linkages, appear to be the most promising 
forms. Some of these, particularly wagf-company linkages have 
already been introduced into the Islamic world by enterprising and 
devoted Muslims, such as the late Vehbi Kog of Turkey [Cizakca 
(1998), pp. 62-65]. Muslim countries wishing to reform their wagf 
systems may also wish to take into account such recent advances 
achieved within the Islamic world as well. 

There is also room for imagination and institutional invention. 
For instance, the largest cash wagf ever recorded in history could be 
established in Saudi Arabia with relative ease. Reference is made 
here to the establishment of a pilgrimage fund in Makkah. If every 
pilgrim was asked to contribute even a modest amount to the fund, a 
cash wagqf of gigantic proportions could be established, The wagf 
could be managed by an international board, possibly under the 
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auspices of the Islamic Development Bank, with the purpose of 
helping Muslims the world over. Part of the cash collected could 
also be invested in various halal projects and the proceeds be added 
to the corpus."® 
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a 
Mohamed Ahmed Sakr* 


he author has divided the paper into three parts. The Introduction 

deals with the importance of wag/, the bad effects of Western 
influence upon wag/ and the benefit that Muslim countries can obtain 
from new developments concerning non-profit and voluntary 
organisations. 

Wagf institutions have played a very important role in poverty 
alleviation. Through this system it becomes possible to supply enough 
public goods at zero cost to the state, thus cutting down government 
expenditure and budget deficit. Lower government expenditure means 
a lower tax burden, This leads to a positive impact on aggregate 
production with lower costs. Wagf also encourages the private 
accumulation of capital and the voluntary redistribution of capital. 

The state, according to Cizakga, should provide legislative 
guarantees, independence and sanctity to ensure proper functioning 
of the wagf system. Unfortunately, the state often violates this sanctity. 
The Ottoman state squeezed wagf properties more and more during 
the 19th and the 20th centuries. 

Hostility against wagf found more encouragement from the West, 
British imperial governments often abolishing the waqf system, The 
French Revolution and the spread of secularism produced more 


* Professor of Economics, Jordan University. 
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hostility towards voluntary institutions. We all know the conflict 
between the church and the state. Squeezing voluntary activities gives 
more power to the state. 

Muslim governments followed suit. In several countries, Ministries 
of Awgaf were established to monopolise wagf affairs. The Otoman 
Tanzimat during 1830-35 dealt a heavy blow to the system. Treasury 
officials became responsible for the collection of taxes (actually rents) 
from peasants rather than wagf trustees.'’ The state grabbed almost 
all the proceeds. Such measures meant that a very small fraction of 
wagf revenues were returned to the wagf institutions, resulting in the 
neglect and decay of wagf properties. This policy gained more 
momentum after the Attaturk Republic.'* 

The hostile attitude towards voluntary institutions has changed in 
the West. The ideas of social solidarity and charity are gaining ground 
once more. The Muslim world should take note of this change and 
benefit from such developments. An assessment should be made to 
see to what extent these rules and regulations are in conformity with 
Islamic Shari ‘ah. 

The author supports the idea of wagfs possessing a legal and 
independent personality. In fact the 1930 Wagf Law in Turkey and 
Law No.32 of 1964 in Egypt admitted such a concept, In this case, 
the mutawalli can be considered as a muddrib with limited liability 
and the wagf supplying the capital. According to the author, such a 
partnership would motivate the mutawalli significantly and enhance 
the efficiency of the wagf. 

In Germany and the US an institution that is accepted as offering 
public benefit is granted substantial tax breaks and public support. 


" The separation between wag/ and the state is summarised in Ibrahim Ganem’s 
paper (1998), “A Discussion dealing with Wagf and Development”, Al-Mustagbal 
Al-‘Arabi, Vol.9, No.235, pp. 101-107. 

* For a detailed and comprehensive study covering the attitude of various governing 
regimes in Egypt from the past to the present towards wagf, see Ibrahim Ganem 
(1998), Al-Awgaf and Politics in Egypt, Cairo; Dir al-Shurdg. 
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The German principle of subsidiarity is very similar to the concept 
of a wagf foundation. The concept is being recognised in the West 
and close cooperation between the state and non-governmental 
organisations (NGOs), especially in the field of international aid, is 
being established. 

The author discusses many new ideas. As for cash endowments, 
they are accepted now in the Muslim world." As for registration, the 
purpose of the wagq/ can be changed by the mutawalli, if the founders 
leave room for this in the wagf deed. A decision is no longer needed 
from a central authority. As for tax, historically wag/s were not taxed. 
The American tax exemption method is the nearest in this regard. It 
is suggested that all forms of taxes imposed on wagfs should be 
altogether abolished. As for business activity, the nearest to Islam is 
Australia and the distension principle. Any business activity related 
or unrelated is exempted from taxation as long as it is intended for a 
non-profit purpose. 

Now we come to examine this valuable paper and make some 
remarks. The statement, “thus the wagf emerged as the most 
important voluntary institution of poverty alleviation in the Islamic 
world”, requires some clarification, The institution which was 
designed to combat poverty is of a compulsory nature, i.e. zakdh. 
Almost all forms of wealth and income are liable to pay their share 
to eradicate poverty.”” Such an institution cannot be left to the 
vagaries of human nature, to give or not to give. The wagf system 
contributed much to cover so many areas; services, education, 
industry and other social needs, Elimination of poverty is included, 


" According to Radwan Elsayed, cash and stock wagf were known since the 
Mamluk Era and now there is full agreement on its acceptance, Al-Mustagbal Al- 
Arab, Vol, 9, No, 235, 1998, p.125. See also Murat Cizakga (1998), “Awgaf in 
History and its Implications for Modern Istamic Economics”, /slamic Economic 
Studies, Vol. 6, No, 1, p. 24, 

* Murat Cizakga (1998), “Awgdf in History and its Implications for Modern Islamic 
Economies”. pp. 56-67, 
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but not as its main function. Actually the eradication of poverty is 
one of the main pillars of Islam. 

Reduction in budget deficits and the curtailment of counter- 
productive government expenditure is necessary. But the current high 
wave of globalisation and the uproar for limiting much of the role of 
government is not accepted from an Islamic point of view. At all 
times the state should look to the welfare and evolving needs of 
society, To be sure, the policies adopted should preserve growth, 
equity, technical progress, and the safety of the Muslim faith, the 
Muslim Ummah and the Muslim lands. 

To reform wagf and increase efficiency, the paper emphasises the 
importance of changing the role of the mutawall7. He should become 
mudarib in a muddrabah partnership, | think this suggestion is highly 
dangerous. If the mutawalli is mudarib, the very meaning of wagf 
will be gradually forgotten. The mutawalli influenced by a strong 
profit motive would be direct the whole scheme for his own interest. 
I agree with what the author calls classical Islam, which permits the 
payment of salaries to the mutawallis but nothing more. The mutawalli 
can look for an outside energetic mudd@rib. His basic role is to 
supervise, check and oversee all matters and to be sure that the 
mudarib is working correctly and to the benefit of the wagf. 

The paper rightfully observes the important role of non- 
governmental organisations in Western societies, This is best observed 
in the field of international aid. Perhaps one basic reason for the 
growth of NGOs in the field of international aid is the vigorous attempt 
of some Western governments to infiltrate Muslim countries under 
the cover of voluntary aid. Direct and overt involvement by Western 
governments is highly unpopular and sceptical. This dubious job is 
being done without much provocation, 

I share with the author his belief that the invention of the Ministry 
of Awgdaf was not in any sense in the interests of awgdf and should be 
abolished. On the contrary, it was the vehicle through which much 
damage has been done. Yet there is a need for a central agency to be 
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established for the affairs of waqfs.* An agency composed of freely 
elected representatives of donors and fully recognised by the state. 
Such an agency is needed for the harmonisation and division of labour 
between various activities, and for registration according to well- 
observed rules and regulations. If wagf is registered thus, it should 
be entitled to full exemption from taxes. Donors should enjoy the 
privilege of income tax deductibility for their donations. 

Finally, | do emphasise once more the importance of the points 
made by the author and the contribution he is making to enable this 
very essential institution to regain its past glory. Indeed, Muslim 
societies are facing complex challenges and wagf activities can cope 
with many of these challenges. 


** Mohammed Boudjellal (1999), “The Need for A New Approach of the 


Socioeconomic Development Role of Wagf in the 21st Century”. Paper presented to 
the Conference on International Islamic Economics in the 21st Century, Kuala 


Lumpur, Malaysia, 
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Mohamed Ariff * 


his is an extremely interesting paper but a very difficult one to 

comment on. It is well structured and tightly argued. As someone 
not that familiar with secular laws of the West or knowledgeable 
about Islamic jurisprudence, my difficulties are compounded. 

The importance of wagqfs as a voluntary sector institution in the 
Muslim world not only in the past but also in the present can hardly 
be exaggerated, The author deserves applause for his effort in tracing 
the ‘rise’ and ‘eclipse’ of wagf as an institution in Islamic countries. 
His discussion of the legal aspects is illuminating and highly pertinent. 
He succeeds in driving home the point that a suitable legal framework 
is an imperative to ensure that waqfs continue to play an effective 
and meaningful role in Islamic communities. 

While there are, as the author has pointed out, similar institutions 
in the West in the form of non-profit organisations based on the 
concepts of charity and altruism, a wagf is unique in the sense that it 
constitutes an act of piety that continues to earn the pleasure of Allah 
even after one’s demise. This distinction should caution us against 
simply equating wags with secular equivalents. 


* Executive Director, Malaysian Institute of Economic Research, Kuala Lumpur, 
Malaysia. 
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Secular laws governing non-profit institutions vary from country 
to country, as the author has clearly demonstrated. They range from 
an extremely ‘hostile’ or ‘restrictive’ body of civil law in France to 
fairly ‘friendly’ or ‘liberal’ ones in common law countries, especially 
Germany, the United States and Australia. It is most unfortunate that 
some Islamic countries, notably Egypt and Turkey, have adopted a 
set of laws, in the wake of Westernisation, that are very inimical or 
unsympathetic to the institution of awgaf. Ironically, some Western 
laws towards awqdf-like foundations are far more tolerant than those 
that prevail in countries that declare themselves as Islamic. 

The plea the author seems to be making is that Islamic countries 
should take the cue from liberal laws prevailing in some Western 
countries if at all they consider it fashionable to Westernise. This, 
however, does not necessarily mean that the author is recommending 
that the Islamic world borrow those laws of the West that suit the 
needs of awqdf. There is no harm in adoptions that conform readily 
to Islamic values, which would amount to no more than a second- 
best solution. The first-best option is that Islamic countries design 
their own set of laws based on the vast Islamic literature including 
figh rather than copy something that exists elsewhere that comes 
closest to Islamic requirements under the guise of modernisation. 

The purpose of enacting new awgdf laws is to protect and promote 
the institution of awgdf. We must draw on our past experience, The 
reasons why awgdf lost its earlier glitter were mainly that this 
institution was subject to abuse by custodians, which in turn called 
for state interventions that crippled it altogether, There is a need to 
protect awgdf from abuse of any kind and to promote it so that it can 
contribute to the welfare of the ummah. 

However, it would be unrealistic to expect awgdf to play now the 
prominent role it played during classical times. The role of the state 
has changed dramatically. In classical days, as mentioned by the 
author, the state was primarily in charge of defence and not with the 
provision of services such as education and health. There is nothing 


294 


. - 


Latest Developments in the Western Non-Profit Sector 


un-Islamic if the domain of the state is extended beyond defence. 
Over the centuries, the state has moved into territories that were 
traditionally handled by the voluntary sector. 

Under present circumstances, it would be inadvisable for the state 
to relegate the provision of utilities, education, health care, social 
welfare, etc., entirely to the voluntary sector. The voluntary nature 
of awgdf itself limits its scope, capacity and outreach. At the same 
time, it would be imprudent for the state to expand its activities into 
realms that can be best handled by the private and voluntary sectors. 
Deeper state involvement has adverse implications in terms of 
increased taxes, budget deficits and public debt. The voluntary sector 
can help reduce the burden of the state. Thus, there is a case for the 
voluntary sector to play a complementary or supplementary role. In 
other words, the relationship between the state and awgdf is not one 
of competition but of cooperation in enhancing the welfare of the 
wmmah. 

While awqdf can complement the initiatives of the state, the latter 
is no substitute for the former. In this context, it is pertinent to note 
that when the Caliph ‘Umar wanted to give away his fertile land to 
the state, the Prophet (peace be upon him) advised him to make a 
wagf instead, Thus, in Islamic polity, awgdf can coexist alongside 
the public sector, one reinforcing the other. Making a wagf is an act 
of ‘iba@dah and, as such, the laws of any Islamic country should 
facilitate, and not thwart, the establishment of awgdf. Rather, the 
law should regulate, and not stifle, the management of awgdf. 

Awgaf as a yoluntary sector institution can play a very useful role 
alongside the exchange economy that operates for a price, It can 
handle areas that cannot be dealt with effectively by the private or 
public sector especially in the provision of goods and services, which 
are need-based, not demand-based, 

The question of efficiency must not be overlooked. It is a fact that 
most wagfs lack good governance and efficient management. As the 
author has observed, disinterested wagf managers did much damage 
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to wagf properties in Islamic history. The author then invokes the 
muddarabah concept so that the mutawalli takes on the role of mudarib. 
This, he argues, will give the mutawalli the incentive to put the wagqf 
to efficient use. I am not so sure. First, muddrabah is about sharing 
profits, whereas waqf is a non-profit proposition. Second, the 
mutawalli is a manager, not an entreprencur, Third, the efficiency of 
a wag/ cannot be measured by the surplus it generates. The relevant 
yardstick is the output it produces and distributes. In a framework 
where maximisation of output (which does not necessarily mean 
minimisation of costs) is the primary goal, a profit-sharing muddarabah 
mode can hardly be used. Output is maximised when average cost 
equals average revenue, which yields zero profits. The mutawalli 
therefore, has to be rewarded differently from what the muddrabah 
principle suggests. 

The paper sheds much light on the legal aspects of awqdaf. The 
comparison of the classical Islamic law of awgaf with contemporary 
laws in the West is refreshing. No one would quarrel with the author 
on his call for a reform of the wagf system and his insistence that the 
reform must include a re-examination of awqdf laws. Such concepts 
as ‘subsidiarity’ and ‘limited liability’ found in the common laws of 
the West, as pointed out by the author, are worth examining. 
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Islamic Economic Institutions and the Elimination of Poverty is the second 
of the two volumes based on papers presented at the Fourth International 
Conference on Islamic Economics and Banking held at Loughborough 
University, UK, during August 13-15, 2000. The book highlights the Islamic 
approach towards poverty elimination and the role played by some built-in 
institutions of the Islamic system in this respect. Papers included in the vol- 
ume point out that Islamic institutions such as zakah, elimination of riba, 
awgaf, takaful, irfaq etc., play an important role in reducing poverty levels 
and improving income distribution. While each of these institutions can 
make a significant contribution towards the goal of poverty elimination, 
the combined impact of all will be much greater than their additive impact. 
The book presents both theoretical and empirical evidence to highlight the 
role of these important institutional arrangements in poverty elimination. 


